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For Your Defense Classes 


WALTON 
COST ACCOUNTING 


CHARLES H. LANGER, Ph.B., C.P.A. 


The Complete Course The Short Course 
Lectures 1 to 30 with . 
‘ ‘ Lectures 1 to 18 with 
Practice Sets—Specific Order and 
Practice Sets—Specific Order and 
Standard Cost Practice Case Process Costs 
Problems and Questions 1-30 Problems and Questions 1-18 


Widely Adopted for Defense Courses 
Because of the practical and thorough character of Walton Cost Accounting, it has 
been selected as the text for many ESMDT Courses in “Cost Accounting for Defense 
Production,” “Industrial Cost Accounting,” as well as in the regular college courses. 
Government and industry recognize cost accounting as the most important means man- 
agement has at its disposal for the better performance of the before us. In this 
text cost accounting is treated as a management tool and attention is given to the 
phases of industrial management necessary to the installation and operation of a modern 


cost system. 

Fully Illustrated Lectures 
Thirty lectures, which contain many illustrations—both forms and problems—treat in 
detail the principles and methods of factory cost accounting. The aim is two-fold: To 
teach cost accounting principles and to train the student in their practical application. 


Practical Problems and Theory Questions 


Practical cost problems and questions involving theory and practice are included at the 
end of lectures throughout the course. 


Practice Set Work 

The practical work consists of the keeping of general ledger and factory cost accounts 
on practice sets for the specific order and process costs. This method combines the 

ing of cost accounting principles and their practical application, which is essential 
to a thorough workable knowledge of the subject. The detail work has been summarized 
toa —_ considerable extent, thereby reducing the written work required of the student. 
The subject of standard costs is fully treated and a practice case involving standard 
cost accounting is provided, 


Send for Examination Copy 


Before selecting your Cost Accounting text, avail yourself of the opportunity to review 
the Walton Course. We shall be glad to send it to you for ninety days examination upon 


request 


WALTON PUBLISHING COMPANY 
332 South Michigan Avenue Chicago, Illinois 
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MONOGRAPH NO. 3 


An Introduction to 
Corporate Accounting Standards 


By 
W. A. Paton, Ph.D., C.P.A. 


A. C. LitTLeTon, Ph.D., C.P.A.. 
Foreword by Howarp C, GREER 


From the authors’ preface: 


“We have attempted to weave together the fundamental ideas of account- 
ing rather than to state standards as such. The intention has been to build 
a framework within which a subsequent statement of corporate accounting 
standards could be erected. Accounting theory is here conceived to be a 
coherent, coordinated, consistent body of doctrine which may be com- 

actly expressed in the form of standards if desired. The possibility of 
acceptable variations from standards is not rejected. But it is essential to 
good corporation accounting reports that departures from standard be 
recognized as such and that management have adequate reasons for them.” 


160 Pages—Heavy paper binding—$1.00 a copy 


Published by 
American Accounting Association 
5750 Ellis Ave. 
Chicago 
THE AMERICAN INSTITUTE OF ACCOUNTANTS 


is cooperating with the American Accounting Association, and is acting as 
distributor of the book. Orders should be addressed to the Institute, 


13 East 41st Street—New York, N.Y. 
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FOR YOUR SUMMER ACCOUNTING COURSES 


INTRODUCTION TO ACCOUNTING 


by Louis O. Foster, Ph.D. 
Western Reserve University 


Ideally suited for the first-year course, Foster brings to your class a new, sound and 
thoroughly tested approach. The many users of the book this past year have universally 
acclaimed its teachability and the exceptionally good results obtained with it in their 
classrooms, Each chapter is followed by practical questions and problems. Two com- 
plete Practice Sets, a Work Book of Laboratory Problems, Objective Tests, and a de- 
tailed Solution Manual provide teaching aids unparalleled in the field. 


742 Pages Price—Text $4.00 
Work Book 1.25 
Practice Sets (ea.) .75 


AUDITING: PRINCIPLES AND PROCEDURE 


by ARTHUR W. HOLMES 

University of Cincinnati 

This standard and leading text has been adopted by well over 100 colleges and uni- 
versities since its publication. It presents a complete treatment of auditing theory, = 
cedure and practice. Practice for the student is provided by 487 questions and problems 
following the chapters and by a long practice problem intended to acquaint the student 
with actual auditing procedures, work sheet preparation, and report writing. The Illus- 
trative Audit Papers comprising 119 single exhibits, bound as an integral part of the 
book, are codrdinated with the text, and constant reference is made to these papers 
throughout the chapter material. A complete Solutions Manual is available. 


561 Pages Price $5.00 


AUDIT PRACTICE CASE 


by ARTHUR W. HoLMEs, University of Cincinnati 

and EMERY H. SKINNER, University of Chicago 

This Audit Case is designed to give the student an opportunity to apply the theories 
and procedures of auditing to specific conditions encountered in actual audit work. The 
Case is carefully codrdinated for use with AUDITING: PRINCIPLES AND PRO- 


CEDURE by Holmes and is based upon the Illustrative Papers included in the Auditing 
text. However, it is so arranged that it can be used successfully with other texts. 


The Case requires the student to conduct a — audit and to write the audit report. 
All forms and records conform with those in actual practice. A complete Solutions 


Manual is available. 
Price—Text and Case $6.75 
Audit Case only 3.75 


Send for examination copies 


RICHARD D. IRWIN, INC. 


332 South Michigan Avenue Chicago 
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Ready June 1 
Announcing the Revised Edition of 


COST ACCOUNTING 


By JOHN J. W. NeuneEr, PA.D., C.P.A. 
College of the City of New York 


While the revised edition of this most widely used text (adopted by more than 180 
schools) retains the same general scope and plan of organization as the first edition, 
many significant changes have been made and the material has been rewritten in the 
light of recent developments in the field. Throughout the text more illustrative teaching 
material and diagrams have been added. A completely new set of carefully graded 
problems has been presented and a statement of purpose precedes each problem. The 
number of problems is sufficient to permit a rotation from term to term. 


In order to allow more time for working out the Job Order Cost Set the number of 
chapters in the first half of the text—dealing with the mechanics of cost accounting— 
has been reduced from fifteen to fourteen. The introduction of the factory ledger has 
been postponed until the elements of cost have been covered. The treatment of material 
accounting and labor accounting has been increased in scope to encompass recent Federal 
legislation and tax features. 


The Job Order Cost Set has been completely rearranged to provide for Social Security 
taxes and to make the pay roll work conform to the requirements of Wages and Hours 
legislation. Further changes have been made in the set in order that it can be worked in 
shorter time. It has been simplified by reducing the amount of routine work. 


In revising the second half of the text—specialized and advanced cost accounting— 
changes were made in content, quantity, and arrangement of the subject matter. The 
material on Process Cost Accounting has been completely rewritten and arranged in two 
chapters. Changes made in sections of the Standard Cost chapters permit a better dis- 
cussion of variations between actual and standard costs. Budgetary Control has been 
placed later in the text, near the chapters on Cost Reports. Without sacrificing the effec- 
tiveness of its presentation, the treatment of Uniform Cost Accounting has been reduced 
toa single chapter. This permitted the addition of a chapter on Non-manufacturing Costs. 


A completely new set of Objective Tests will be available without cost for all students 
wherever the book is adopted. A new, detailed Solutions Manual is provided to all in- 


structors adopting the text. 
Probable Price $4.00 


Send for an examination copy 


RICHARD D. IRWIN, INC. 


332 South Michigan Avenue Chicago 
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TO CANDIDATES 


for the 


C.P.A. EXAMINATION 


I. A. S. offers to qualified ac- 
countants a C. P. A. Coach- 
ing Course which has pro- 
duced outstanding results. 
The enrollment fee is $42. 
For full particulars address a 


letter to: 


INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 


A Correspondence School Since 1903 


3411 SOUTH MICHIGAN AVENUE, CHICAGO, ILLINOIS 


Announcing 
NEW EDITIONS 


Two books of recognized value to teachers and 
students of accountancy— 


EXAMINATION QUESTIONS 


MAY 1939 to NOVEMBER 1941 


This book contains the actual questions in accounting, theory and law used at examina- 
tions for C.P.A. certificate during the period named, by state and territorial boards 
using the examinations prepared by the American Institute of Accountants. 


PRICE, $1.50 


UNOFFICIAL ANSWERS TO 
EXAMINATION QUESTIONS 


MAY 1939 to NOVEMBER 1941 
By H. P. Bauman and Spencer Gordon 


This is a companion volume to "Examination Questions." While it is the fixed policy of 

the American Institute of Accountants not to issue official answers to examination 

questions, any candidate offering answers equal to those which appear in this book 
would pass with high honors. 


PRICE, $2.50 
@ 


AMERICAN INSTITUTE PUBLISHING CO., INC. 
13 EAST 41st STREET NEW YORK, N. Y. 


PUBLISHERS AND BOOKSELLERS FOR THE AMERICAN INSTITUTE OF ACCOUNTANTS 


Booxs IMPORTANT 


TO THE ACCOUNTANT TODAY 


INVENTORY VALUATION 


and PERIODIC INCOME 
By CARL THOMAS DEVINE, Ph.D. 


Instructor in Economics, the University of 
Kansas City 


JUST ISSUED! Here is a book of 
“must” importance to accountants, in 
light of today’s uncertainties as to 
costs and prices. It is a practical, pene- 
trating re-examination of the effects of 
currently used inventory valuation 
methods on the reported income 
stream. 


The author does far more than merely to 
survey the field and observe the precedents 
established. He seeks to determine the pos- 
sible consequences of each course of action; 
estimates the probable reactions of those 
reading the accounting reports; tests the de- 
sirability of such reactions by reference to 
broad business, administrative, and economic 
standards. 


Interest in inventory valuation today is 
high, and it is going higher. This book 
brings you a cross-view of recorded, authori- 
tative opinion, together with valuable original 
thought on the many tangents of the subject. 


CHAPTER OUTLINE: Determination of Peri- 
odic Income. The Inventory Process. Balance 
Sheet Considerations. Costs and Their De- 
termination. Identified Cost and Its Approxi- 
mations. Replacement Costs. Cost or Market, 
Whichever Is Lower. Normal-Stock Methods. 
Comparison of Methods. +o 
Examined. Inventories at —— Prices. 
Special in aluation. 
210 pages, 8 tables. .00 


MATHEMATICS FOR 
THE ACCOUNTANT 


A Volume of the C 1 A ing Course 


By S. W. SPECTHRIE, M.B.A., C.P.A. 


Assistant Professor of Accounting, 
Northwestern University 


A textbook dealing with the practical uses 
of mathematics in the accountant’s work— 
with the basic functions of arithmetic; the 
fundamental problems of investment mathe- 
matics; and the simpler algebraic equations. 
Affords practice in application of these uses; 
presents methods that increase the student’s 
speed and accuracy. 


Substantially all illustrations and assigned 
problems relate to accounting. 50 


P="""FOR YOUR NEXT CLASSES 


Introductory Cost 
Accounting 


A volume of the “Compl 
By Cecil Gillespie, CPA. 
Professor of Accounting, Northwestern University 


BRECENTLY revised, this standard text has 
increased phenomenally in use because of the 
wide popularity it is finding in defense courses. 
Thoroughly up to date, it reflects the meaning 
present developments assign to cost accounts. 
Offers, not merely a knowledge of principles, 
methods, but a valuable, incidental instruction 
in industrial management. 

The student follows, in a practice set based on 
an actual manufacturing set-up, a series of co- 
ordinated transactions exemplifying day-to-day 
operation of industrial accounts. Also covers 
process costs, by-product and joint product 
method. $5.50 


ting Course” 


USE THIS FAMOUS TEXT 


JUST PUBLISHED 
OFFICE MANAGEMENT 
By GEORGE M. DARLINGTON 


Associate Professor of Accounting, 
University of Nebraska 


REVISED EDITION. This unusually teachable vol- 
ume is compact, complete, with many illustrations and 
charts, and written from the viewpoint of the office 
manager. Covers all new developments in the office 
management field. Most of the problems are short, 
stressing only one factor, and lifted from actual office 
situations. $2.50 


COMMERCIAL CREDIT and 
COLLECTION PRACTICE 


By WATROUS H. IRONS 


Associate Professor of ry and Finance, 
University of Texas 


This new text is a last-word treatment, with special 
emphasis upon analysis as key to credit and colioetleas 
problems. Covers credit principles, the “why” as well 
as the “how” of evaluating the credit risk, management 
and control of credit, analyzing credit data available, 
how to collect the account. A 94-page problem book is 
supplied with the textbook at no extra charge. $4.50 


Send for any of these books. 
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AN ACCOUNTING SERIES 
FOR YOUR FALL COURSES 


SECRETARIAL ACCOUNTING 
BY SHERWOOD AND BOLING 


A new accounting textbook for students mc in secretarial work. The authors develop the fundamental 
principles of accounting as applied to pro ——- ee goons service, and mercantile enterprises. Part I of the 
textbook is nonmercantile but emphasizes the of accounting. Mercantile accounting is emphasized 


in Part II. 
ACCOUNTING PRINCIPLES 
BY McKINSEY AND NOBLE 


ACCOUNTING PRINCIPLES is used in 584 colleges and universities—more than all other competing books 
combined. Improvements have been made in the presentation of adjustments, cost accounting, corporation 
securities, and accounting for income and sales taxes. It is complete with teaching materials, including working 
papers, practice sets, and a series of eight tests. 


ADVANCED ACCOUNTING 
BY NOBLE-KARRENBROCK-SIMONS 


ADVANCED ACCOUNTING is designed to follow any standard first-year accounting textbook. Ample ma- 
terial is provided for both intermediate and advanced accounting. The opening chapters present a rapid review 
of accounting processes established in first-year accounting. 


FEDERAL TAX ACCOUNTING 
BY SHERWOOD AND NISWONGER 


The new 1942 edition of FEDERAL TAX ACCOUNTING is a comprehensive, up-to-date treatise on Federal 
taxes with major emphasis on the income tax imposed on individuals, partnerships, estates, trusts, and cor- - 
porations. Actual practice in preparing returns and in the use of official forms ie provided. The textbook is 
loose-leaf and is available with a workbook providing stationery which may be used in completing the practice 
assignments. 


SOCIAL SECURITY AND PAY-ROLL ACCOUNTING 


BY SHERWOOD AND PENDERY 


SOCIAL SECURITY AND PAY-ROLL ACCOUNTING provides a series of ten lectures with 
problems, and projects which provide actual practice in computing benefits, recording pay-roll taxes, per eee pre- 
paring the returns required under the Federal Social Security Act and state unemployment compensation acts. 


AUDITING THEORY AND PROCEDURE 
BY SHERWOOD AND CULEY 


Two entirely new teaching devices strengthen the student’s knowledge of theory and auditing in this revi- 
sion. The authors present (1) an illustrative audit, and (2) an audit case. These are carried through the 
entire course. These help to give the student actual experience in auditing practice. Discussion questions, prac- 
tical problems, and audit cases and projects accompany each chapter. 


SOUTH: WESTERN PUBLISHING CO. 


and Ecunxumec Educulon 


MEW YORK CHICAGO - SAN FRANCISCO DALLAS 


= | 
Good Fexthouh 


TO BE PUBLISHED IN MAY 


A First Year Accounting Textbook 


FUNDAMENTALS OF ACCOUNTING 


by PERRY MASON. Ph.D., C.P.A. 


Associate Professor of Accounting 
University of California 


DISTINCTIVE CHARACTERISTICS 


1. Early differentiation of production operations and cost from selling 
activities, followed later by a comprehensive but elementary treat- 
ment of modern cost accounting. 


2. Little or no isolation but adequate treatment of partnership and 
corporation accounting. 


3. Extensive use of non-merchandising situations until student is 
thoroughly ready for a presentation of merchandise accounts. 


4. Integration of theoretical analysis with practical procedures. 


5. Realistic modern forms and practices including treatment of so- 
cial security taxes, sales taxes, income taxes, and an explanation 
of machine accounting. 


All materials have been thoroughly tested in the class- 

room. Two excellent practice sets, working papers, and a 

comprehensive teachers’ manual are available. For ad- 
ditional information write to 


THE FOUNDATION PRESS, INC. 
222 West Adams Street Chicago, Illinois 


330 
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Outstanding We Graw-dill Books 


AUDITING THEORY AND ITS APPLICATION 


By ArtHuR W. Hanson, Harvard University. Harvard Problem Books. 493 pages, 
6x9. $4.00 


This book is intended to replace the author’s well-known Problems in Auditing, of which it 
is a complete, thorough revision. The purpose of the present book is to acquaint the student 
with the various types of problems which confront the public accountant. Although the 
balance sheet audit is emphasized, sufficient problem material is furnished for an adequate 
consideration of the detailed audit. 


ACCOUNTING METHOD 


By C. Rurus Rorem, formerly of The University of Chicago, and Harry D. KERRIGAN, 
Northwestern University. Business and Economics Publications. 778 pages, 6x 9. 


$4.00 


Here is a text designed primarily for college students who are particularly interested in the 
relation of accounting principles to the broader fields of economics, and as a key to a 
wide variety of business problems. The book is admirably suited to students taking one 
course in accounting, and at the same time constitutes an excellent elementary text for stu- 
dents who plan to continue their study of accounting. 


PRACTICAL ACCOUNTING 


By Epwin L. TuHetss, University of Illinois, and Jay L. Hunter, East High School, 
Aurora, Illinois. McGraw-Hill Publications in Business Education. 385 pages, 6 x 9. 
$2.25 


This important new text makes possible a comprehensive practical bookkeeping course. It 
presents the work of the bookkeeper objectively, so that the student will comprehend the 
vocational phase of the subject while acquiring an understanding of the accounting theory. 
The text, together with the Student’s Workbooks and practice Business Cases, provides an 
excellently planned and practical one-year course. A Teacher’s Manual is available. 


ELEMENTS OF ACCOUNTING 


By RayMonp W. CoLeMAN, Carnegie Institute of Technology. McGraw-Hill Account- 
ing Series. 294 pages, 6 x 9. $3.00 


Planned for a short course in accounting at college level, this book correlates text, problems, 
and questions to stress fundamental accounting ideas. Although emphasis has been placed 
upon the uses and interpretation of accounting data, attention has also been given to the 
methods whereby these data are placed on the record. 


Send for copies on approval 


McGRAW-HILL BOOK COMPANY, Inc. 


330 West 42nd Street New York, N.Y. 


| 


AN INTRODUCTION TO BUSINESS 


By Melvin Anshen 


of Indiana University 


This new text for the introductory course given to students of 
business discusses the business world as a social entity, emphasizing 
the relation of the business man and his enterprise to society as a 
whole. From this point of view it treats in detail the social setting 
of business, the tools of the business man, production, distribution, 
finance, competition and risk. Government-business relationships 
receive extended treatment and the reasons behind contemporary 
changes are stressed. 


To be published in May. 
$4.25 (Probable) 


THE MACMILLAN COMPANY ° 60 FIFTH AVENUE, NEW YORK 


Monograph Number 2 


FINANCIAL STATEMENTS 


By M. B. Daniets, Pxu.D. 
TECHNICAL ASSISTANT, BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM; 
CONTRIBUTING EDITOR OF THE ACCOUNTANTS’ HANDBOOK 


With a Foreword by 
ARTHUR ANDERSEN 


This poncemed is the result of an intensive study of financial reporting extending over a 
period of several years, and including a careful survey of the recent reports of several hundred 
industrial corporations. The entire field of statement presentation is covered, critically and au- 
Reeny and the discussion is closely articulated throughout with fundam ental — The 

is amply illustrated with excerpts and complete statements, carefully selected from published 


The Executive Committee of the Association considers this work to be an outstanding contribution 
to the literature on statement presentation and accounting principles, and believes that it is worthy 
of the serious attention of all practicing accountants, private as well as public. The Committee also 
believes that accounting instructors will find the book of marked value as a text in advanced courses 
in ting pr 


215 pages—Price $1.00 


AMERICAN ACCOUNTING ASSOCIATION 
5750 Ellis Ave., Chicago 
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Practical Gudance 


FOR THOSE INTERESTED IN FINANCIAL AD- 


MINISTRATION . . . MUNICIPAL FUNDS 
. .. BUDGET MAKING AND CONTROL... 
MUNICIPAL AUDITS AND INSTALLATIONS... 


'"Municipal Account- 
| | ing" offers practical ap- 

plication of the recom- 
mendations of the National Committee 
on Municipal Accounting. It deals with 
the underlying principles of public 
financial administration, with especial 


reference to city governments, and in- 
dicates the relation and application of 
accounting in its various phases to these 


This volume is the work of two 
specialists: DR. LLOYD MOREY is a 


well-known teacher in accountancy, as 


well as a writer, lecturer, and consultant 
in the field of public accounts; MR. 


415 pages 


6 by 9 


underlying principles. Its scope includes 
the functions, principles, and standards 
of accounting for cities, towns and vil- 
lages. A complete plan of accounting 
for an average city is presented, with 
illustrative forms and_ transactions. 
There is also a thorough discussion of 
budget making and financial reporting, 
and a complete chapter on municipal 
cost accounting. 


MUNICIPAL ACCOUNTING 


Principles and Procedures 


ORVAL DIEHL has had wide practice 
and experience in audits and account- 
ing installations for municipal bodies, 
and has been for a number of years 
accounting consultant for the Illinois 
Municipal League. 


$4.50 


COPIES AVAILABLE ON APPROVAL 


JOHN WILEY & SONS, INC. 


440 Fourth Avenue 


New York, N.Y. 
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PRINCIPLES 


A New First-Year University Text 


The Author .......... J. Hugh Jackson, m.B.A., c.P.A., LL.D. 


Dr. Jackson is now Dean of the Graduate School of Business, Stanford University. 

He has had broad teaching experience, many years of public accounting experience, 

and has made important contributions to the field of accounting. Dr. Jackson has 

served as President of the American Accounting Association and as President of the 
National Association of Cost Accountants. 


The Publisher . . . . Charles R. Hadley Company, pathfinders 


For more than thirty years Charles R. Hadley Company has been recognized by the 

accounting profession as a national leader in the field of form design and manu- 

facture. Charles R. Hadley Company is a newcomer as a university textbook 

publisher—but a newcomer with a wealth of practical knowledge about current 
accounting procedure available to no other publisher. 


CONTENTS OF ACCOUNTING PRINCIPLES 


Introduction Specialized Records 
Balance Sheet Accounts Departmental Accounting 
Journalizing and Posting a Corporate Organization 
Profit and Loss Accounts 
Special Journals jects which nufacturing Accounting 


Account Classification treated Manufacturing Cost Methods 

Controlling Accounts Manufacturing Records 
Purchases and Sales <————_ outstandingly > Fhe Voucher System 
Control of Cash —— different from | > Expense Distribution 


thot of any Consignments 
other basic Installment Accounting 
Periodic Adjustments occounting. Partnership Accounting 
The Working Sheet tent Branch Accounting 
Financial Statements 
Adjusting and Closing ethod 
Budgeting, Executive Control 


—— problems. Your choice of practice sets—retail merchandising, or manufac- 
g, both stressing current accounting procedure and composed of Pathfinder 
standard forms. 


Flexible—meets your needs for regular first-year accounting classes, one-semester 
secretarial and survey classes, and the new short-term emergency classes. 


naw Charles R.Hadley Company ATLANTA 


342 Madison Avenue thfin Je : 231 Healey Bidg. 


CHICAGO sco 
29 South La Salle St. 550 No. Los Angeles St. » » Los Angeles, Calif. pt 
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PRENTICE-HALL 


ACCOUNTING 


Series 


EDITED BY PROFESSOR H. A. FINNEY. C.P.A. 
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\cOOUNTING ENLISTS IN THE BATTLE FOR PRopyerioy 


Cost ACCOUNTING 


By W. B. Lawrence, C.P.A. 


Fast growing defense courses are turning 
to Lawrence’s famous text to provide this 
important training. For its treatment, which 
stresses basic principles rather than indi- 
vidual systems, gives the student a mastery 
of the fundamental aims and procedures 
upon which erery system depends. 


THe INTERNATIONAL AUTHORITY 


That’s why Lawrence’s Cosr ACCOUNTING 
has been adopted in more universities, used 
by more governments and translated into 
more languages than any other book in this 
field. Now in its seventeenth large printing. 
it has been adopted by over one hundred 
leading colleges and universities. 


Art. TEACHING MATERIALS 


Included with the text are over a hundred 
problems and a complete practice set. 
Teachers adopting it receive the Solution 
Book and Master Set without charge. 


$4.00 College list 


INDUSTRIAL ACCOUNTING 


By SAMUEL WALDO SPECTHRIE, 
NORTHWESTERN UNIVERSITY 


At last a new text especially prepared to 
train the engineers, executives and manage- 
ment men needed by industry. It makes 
possible faster, more effective instruction 
in the essential accounting of industry. 
With it, you can offer a time-saving one- 
semester course with no prerequisites. 


ALL THE ACCOUNTING OF INDUSTRY 


INDUSTRIAL ACCOUNTING brings the student: 
1) A firm foundation in basic accounting 
principles: 2) A full treatment of cost ae- 
counting theory and practice: and 3) Train- 
ing in the managerial use of the accounting 
data, all coordinated in an effective course, 
minimizing clerical work. 


This is a practical text for students who will 

have to apply this learning to a vital job. 

Extensive problem material and two prac- 
tice sets contribute to this end. 

Text $3.25 College list 

Practice Sets and Forms $1.00 list 


cost 
{or 
war 
IN yext proper 
{ot 
and oihet priel 
0 practi® cost 
of MA wy and lon 
| jay as Facry 
givine que prove Ace 
yo we met jn Des; OUnr, RING 
mediate remand for cost the ING 
: uctio® and siting for 
practio® set ust, Sh; &su te Pr, 
R ty de ul Braces, 
Pe whi bd 
“Serve nds. "ation 
) 


Gor Auditing Classes 
AUDITING (REVISED) 


W.H. Bert ann R. S. Jonns 


A completely revised edition of 
Bell’s standard treatment, pre- 
senting the most up-to-date and 
authoritative presentation of 
auditing principles available. 
Emphasizes broad responsibility 
resting on auditor, in line with 
current practice. 

$3.50 College list 


A streamlined one-year course 
in principles of accounting 


GENERAL ACCOUNTING 


H. A. FINNEY 


Has been bringing new students 
to the aecounting department by 
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FINANCIAL REPORTING IN THE 
FEDERAL GOVERNMENT 


Lioyp Morey 
(With the assistance of Glen G. Yankee) 


than a summary. The United States 

government is the largest, the most 
extensive, and the most diversified business 
enterprise in the world. Its financial opera- 
tions involve practically every kind and 
type of situation found in private business 
and in other forms of government, and 
many conditions not elsewhere found. 
Hence no simple or direct statements of the 
problem or of its solution are possible. 

Yet the purposes of financial reporting in 
the Federal government are the same as in 
any other government or in any private 
enterprise in which the public is materially 
concerned. They are to compile and dis- 
seminate information concerning financial 
operations and condition, for the benefit 
and guidance of management, investors, 
and the public. To these ends, each phase 
of the accounting and reporting should be 
directed. To be of the most service, the re- 
ports should be based on uniform stand- 
ards and terminology consistently followed, 
should be comprehensive and truly inform- 
ative, and should be rendered promptly 
and regularly. 

These standards are measurably achieved 
by most of the world’s great business cor- 
porations. That they are not impossible in 
the Federal government is evidenced by 
the reports being issued on some of the 
governments operations. That they are not 
being fully or adequately met by our Fed- 


| T BEST this paper can be little more 


eral government as a whole can be clearly 
demonstrated. 

The first step in considering this subject 
is to understand what reports are now is- 
sued and by whom. It should be noted at 
the outset that there are six entirely dif- 
ferent classes of accounts in which financial 
transactions of the United States Govern- 
ment are recorded. These groups or classes 
are as follows: 


1. Central Accounts: 

(a) One set of accounts is maintained 
in the Division of Bookkeeping 
and Warrants of the Treasury 
Department, based on warrants 
issued by the Secretary of the 
Treasury and countersigned by 
Comptroller General. 

(b) Another set of accounts is main- 
tained by the Accounting and 
Bookkeeping Division of the Gen- 
eral Accounting Office, based on 
accounts “settled” by the Comp- 
troller General, and reflecting 
“transactions which have his ap- 
proval.””? 

2. Treasurer's Accounts are maintained 
in the office of the Treasurer of the 
United States, covering moneys re- 
ceived and disbursed by the Treas- 
urer. 


Mansfield—The Comptroller General—p. 


| 
€. 


3. Disbursing Officers’ Accounts are 
maintained in the offices of the vari- 
ous disbursing officers of the govern- 
ment. They have as a basis warrants 
for funds advanced by the Secretary 
of the Treasury and checks issued by 
the disbursing officer in payment of 
obligations. 

4. Accounts of Collectors of Customs 

5. Accounts of Collectors of Internal 
Revenue 

These accounts are maintained in 
the offices of these collectors and are 
based upon assessments, collections, 
and Treasury deposits. 

6. Administrative Appropriation and 
Fund Accounts 

These accounts are maintained by 
departments, bureaus, offices, and 
field services of the government, and 
are based on Congressional appropri- 
ations, budget apportionments, allot- 
ments, etc.” 


From all of these different sets of ac- 
counts, various kinds of financial reports 
are made. These statements of financial 
activity vary with the type of information 
contained and with the amount of detail. 
The reports may be divided into four ma- 
jor groups with subdivisions of each one.* 


I. REPORTS OF OPERATING OFFICERS 


This group of reports includes the an- 
nual reports of spending officers and of col- 
lecting officers, the reports of the President 
on emergency relief appropriations, and 
the reports. of government corporations 
and credit agencies. Some of them consist 
of a few statistics included in the annual 
reports of department heads, and others 
are separate detailed reports of financial 
transactions. 
2 E. F. Bartelt—Principles Involved in A oy of 
Central Accounts for the U. S. 6-10. 
. Selko, The 


* This classification is taken from D. 
Federal Finencial System, Chapter XXVIII, “Financial 
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1. Annual Reports of Spending Officers 

There is very little uniformity in the in- 
formation to be found in these reports, and 
there is also considerable variation in form. 
Most of them are a part of the annual re- 
port of the head of the agency. In some, 
information about specific expenditures is 
included as a part of his report; in others, a 
special section of the report is given to 
financial data. In the Department of Agri- 
culture, the Director of Budget and Fi- 
nance makes a separate annual report. 

The figures included in these reports dif- 
fer from those reported for the same agency 
by the government’s central fiscal offices, 
the General Accounting Office and the 
Treasury Department. This is true be- 
cause, first, any transactions affecting two 
or more agencies will appear in the reports 
of each one and can be adjusted only 
through the central books of account; and 
second, the reports of the agencies are 
made upon the basis of obligations or 
vouchers certified for payment, while the 
reports of the central agencies show de- 
partmental expenditures on the basis of 
appropriations, allotments, warrants is- 
sued, checks issued and checks paid. 

During recent years many of the operat- 
ing agencies and departments have dis- 
continued their annual reports. 


2. Annual Reporis of Collecting Officers 


These reports may be found in three dif- 
ferent places: (1) the reports of the Secre- 
tary of the Treasury, (2) separate reports 
of collecting agencies, and (3) reports of 
some of the spending agencies. 

The Annual Report of the Secretary of 
the Treasury includes summary reports of 
the two principal collecting agencies, the 
Bureau of Internal Revenue and the Bu- 
reau of Customs. The Annual Report of 
the Commissioner of Internal Revenue is 
somewhat more detailed than those in- 
cluded in the Secretary’s report. It in- 
cludes information on returns and collec- 
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tions for each type of tax. This is the only 
regular separate report made by a collect- 
ing agency. Information about customs 
collections is to be found only in the An- 
nual Report of the Secretary of the Treas- 
ury. The Combined Statement of Receipts 
and Expenditures, Balances, etc., and the 
Budget. Since some collections are made 
by the spending agencies, reports of collec- 
tions of a miscellaneous nature are found 
in the annual reports of these agencies. 

In the case of a collector of internal rev- 
enue or a collector of customs, under the 
present system of accounting, revenue does 
not appear as such in the Budget or as an 
asset of the Treasury until the money is 
deposited in the Treasury and cleared 
through the Treasurer’s accounts. This 
means that cash in the hands of collectors 
and uncollected assessments do not appear 
as revenue. The information is available 
from the collectors and could be and should 
be included in some financial report upon 
these matters. This seems to be one of the 
weak spots in the whole financial set-up, 
not only from the standpoint of reporting 
but also from the standpoint of accounting 
and control. The same question of accrual 
accounting is present in the case of ex- 
penditures as well as of revenue. 


3. Reports of the President on Emergency 
Relief Appropriations 

Under the various acts appropriating 
funds for emergency relief, the President is 
required to report to Congress upon the 
operations of the government agencies and 
upon the status of emergency funds. This 
report must be submitted by January 
tenth of each year for the year just com- 
pleted. In order to allow comparison with 
fiscal year operations, a similar report is 
issued shortly after June thirtieth of each 
year. Summary reports are made every 
fifteen days and somewhat more detailed 
reports monthly and quarterly in order to 


‘E. F. Bartelt—Jbid., pp. 28 and 35. 
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have current information upon these mat- 
ters. 
These reports contain general state- 
ments of appropriations and funds. In ad- 
dition there are detailed reports of emer- 
gency operations of the various agencies, 
tables showing the status of funds, and 
tabular analyses of obligations, expendi- 
tures, and receipts under all of the acts. 
The reports of expenditures are classified 
by allocations, obligations, and by voucher 
payments. 

The accounting and reporting for Federal 
relief appropriations, carried out under the 
direction of Mr. E. F. Bartelt, Commis- 
sioner of Accounts and Deposits, repre- 
sents one of the most extraordinary ac- 
complishments in present-day govern- 
mental accounting. It has made possible 
the information essential to the President 
in the administration of these funds and in 
reporting them to Congress. It is an ex- 
cellent example of what in principle might 
be accomplished throughout the entire 
government with proper organization and 
methods. 


4. Reports of Government Corporations 
and Credit Agencies 

Most of these government corporations 
and credit agencies publish annual reports 
which are transmitted to Congress. The 
Reconstruction Finance Corporation trans- 
mits monthly and quarterly reports in 
addition to the annual reports. These re- 
ports and statements are often certified by 
a certified public accountant. There are 
seven corporations and agencies which do 
not make regular reports to Congress. 

Since the operations of each corporation 
are peculiar to it, the reports should indi- 
cate the basis of reporting receipts, ex- 
penditures, assets and liabilities. There is 
no uniformity in the laws in the laws regu- 
lating the subjects of these reports, and 
hence no uniformity in the reports. Many of 
them, however, are of excellent character. 


a 


In June, 1939, the United States Senate 
passed a resolution calling upon the Secre- 
tary of the Treasury to submit certain 
financial information concerning the many 
separate corporations organized in con- 
junction with the Federal government 
under various acts of Congress. The Treas- 
ury Department released two volumes of 
major size dealing with this subject. The 
first volume gives a description of the 
scope of operations and fiscal procedures 
of each of the twenty-three agencies which 
it covers. Included in this description is an 
outline of the accounting, auditing, and re- 
porting procedure of each agency. 

Part II presents income statements and 
balance-sheets of all of the different agen- 
cies. Not all of these are audited state- 
ments but many of them are based on au- 
dits made by independent public account- 
ants. Exact uniformity has not been 
achieved but this could hardly be expected 
in agencies of such wide range of activity 
as are represented by the numerous un- 
dertakings.5 


II. REPORTS OF BUDGET OFFICERS 


1. The Budget of the United States 


The Budget contains detailed state- 
ments of actual receipts and expenditures 
for the last completed fiscal year and esti- 
mates approved by the President for the 
current and ensuing fiscal years. The fig- 
ures for actual receipts and expenditures 
are forwarded directly from the books of 
administrative agencies. These statements 
contain the only detailed report available 
on obligations incurred against appropria- 
tions. Summary statements of receipts, 
public debt and contingent liabilities of the 
United States, and annexed budgets for 
the Postal Service and other government 
agencies, are also included in the Budget. 
While reporting is not the primary func- 
tion of the budgetary officers, it happens 


* Lloyd Morey in The Certified Public Accountant, 
January, 1941, p. 13. 
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that the Budget of the United States con. 
tains important information about the op- 
erations of the Federal government not 
found in any other place. The fact that 
Congress has followed the practice of mak- 
ing many of the appropriations in very de- 
tailed classifications tends to make the 
Budget a very cumbersome document. In- 
cidentally this also makes other financial 
reporting more difficult. Added to this is 
the fact that outstanding balances of ap- 
propriations must be kept open for two 
years, to meet obligations incurred in the 
current year. This adds greatly to the diffi- 
culty in preparing intelligible financial re- 
ports as well as the Budget.® 


2. Congressional Statement of A ppropri- 
ations, Budget Estimates, Etc. 


This report is prepared by the Clerks of 
the House and Senate Committees on Ap- 
propriations. It contains detailed informa- 
tion about the appropriating legislation of 
Congress. These reports have been con- 
tinuous since 1889. 


3. Summation of the 1936 Budget 


On September 30, 1935 a “Summation 
of the 1936 Budget,” prepared by the 
Bureau of the Budget, was released to the 
newspapers. “It presented revised revenue 
and expenditure estimates, reflecting the 
effects of changed conditions and the result 
of congressional action. A second summa- 
tion covering the budget for 1937, was is- 
sued on September 1, 1936.”? This kind ofa 
report was favorably received and is es- 
pecially informing to the general public. 
The same type of reporting is needed on 
actual operations. 


III. REPORTS OF FISCAL OFFICERS 


These reports are the oldest class of re- 
ports on the government’s financial condi- 


* A. E. Buck and Harvey C. Mansfield—Fiscal Man- 
agement in the National Government. ident’s Com- 


(Presi 
mittee on Administrative Management—No. II. 1937.) 
7A. E. Buck—Ibid. 


: 
tion 
two 
the 
who 
the 
but, 
| 
mos 
1. 
the 
T 
tot 
= 
of t! 
thes 
figu 
ceip 
are 
bili 
stor 
estl 
riti 
Un 
ing 
sho 
4 
Tr 
ho 
thi 
dit 
cle 
ba 
fis 


Financial Reporting in the Federal Government 77 


tion and operations. They constitute one of 
two groups of reports that attempt to show 
the condition of the government as a 
whole. The titles and contents of some of 
the reports have changed over the years; 
but, there are five reports which are the 
most important in existence today. 


1. The Annual Report of the Secretary of 
the Treasury 


This report gives considerable detail as 
to the receipts, expenditures, and the debt 
of the United States. In addition there are 
exhibits showing comparable figures for 
these same classifications. These include 
figures from 1789 to date in the case of re- 
ceipts and expenditures, and from 1853 to 
date in the case of outstanding debt. There 
are also statistics concerning interest on 
the public debt, direct and contingent lia- 
bilities of the United States, silver and gold 
stocks, other monetary information and 
estimates of outstanding tax-exempt secu- 
rities. 

This statement is based on warrants is- 
sued and checks cashed by the Treasurer. 
Unexpended cash in the hands of disburs- 
ing officers who have cashed their checks is 
shown as an expenditure and not as an 
asset. 


2. Daily Statement of the Secretary of the 
Treasury 


The Daily Statement has been issued 
each day of the week except Sundays and 
holidays since 1895. 

“The statements included show: (1) 
gold and silver assets of the Treasury and 
the liabilities against those assets, the con- 
dition of the General Fund, and receipts 
and expenditures of the day by broad 
classes; (2) a comparative analysis of re- 
ceipts and expenditures on a cumulative 
basis for the current month, the current 
fiscal year, and the two corresponding pe- 
tiods of the preceding year; (3) the amounts 
of Federal Reserve bank notes, Federal 


Reserve notes, and national bank notes 
outstanding and the transactions affecting 
their circulation for the periods just 
named.’’® 

The Daily Treasury Statement has been 
recently rearranged to give the public a 
clearer picture of the expenditures under 
the National defense program. A new item 
has been introduced under which 4ll na- 
tional defense expenditures for each day 
are recorded. These expenditures are 
analyzed in some detail and cumulative 


and comparative figures are given for the 


military activities of the War Department, 
for all functions of the Navy, for adminis- 
trative expenses of the Selective Service 
System, and for expenditures of the several 
agencies receiving allocations from the Na- 
tional Defense Fund for the President.°® 

On certain days of the month the Daily 
Statement is supplemented with additional 
information. On the tenth day of the 
month it includes more or less detailed 
statements of receipts and expenditures of 
the Treasury under the Social Security, 
Railroad Retirement, and the Railroad 
Unemployment Insurance acts. On the 
fifteenth appear details showing the status 
of the various emergency relief appropria- 
tion acts. On the last day of each month 
there are included: (1) a preliminary state- 
ment of the public debt, and (2) a com- 
bined statement, as of the end of the pre- 
ceding month, of the assets and liabilities 
of the government corporations and credit 
agencies. 

The Daily Statement is prepared by the 
Treasurer of the United States on the 
basis of checks paid and cleared in his of- 
fice. For this reason the figures reported 
here would not be reconcilable with cor- 
responding figures in reports of spending 
agencies or the Budget. Items in transit 
included in these latter reports would not 


® Selko—Ibid., p. 518. 
* Letter from F. J. Lawton to Lloyd Morey dated 
May 12, 1941, 
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appear in the Daily Statement. The figures 
in the Daily Statement for the last day of 
the fiscal year are subject to revision, 
which revised figures are found in the An- 
nual Report of the Secretary of the Treas- 
ury. 

This report is important and gives much 
valuable information. It is limited, how- 
ever, to the cash operations and position of 
the government and does not give needed 
information with respect to the status of 
appropriations or of the financial position 
of the government as a whole. 


3. Statement of the Public Debt of the 
United States 


The Public Debt Statement is issued 
monthly sometime after the end of the 
month showing the revised figures for the 
last day of the month. 

“Tt contains (1) a detailed statement of 
the outstanding issues of bonds, treasury 
notes, certificates of indebtedness, treasury 
bills, matured debt, and debt bearing no 
interest; (2) a descriptive table relating to 
the interest-bearing debt outstanding; (3) 
detailed statements showing the amount 
and character of the contingent liabilities 
of the United States; and (4) detailed 
statements of securities owned by the 
United States and of obligations owed by 
foreign governments.”’!° 


4. Annual Report of the Director of the 
Mint 

This report is issued by the Director of 
the Mint and contains detailed reports of 
the operations of the Mint Service for the 
fiscal year and on domestic production and 
consumption of gold and silver. 


5. Bulletin of the Treasury Department 


The Bulletin has been issued monthly 
since January 1939 from the office of the 
Secretary of the Treasury. It consists of 


10 Selko—Ibid., p. 519. 
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information on public and private finance 
classified broadly as follows: 


(1) Receipts and Expenditures of the 
Federal Government. 
(2) General Fund and Public Debt. 


(3) Government Corporations and Cred-_ 


it Agencies. 
(4) International Capital Movements. 
(5) Other Monetary Data. 
(6) Miscellaneous. 
(a) Commodities imported under 
quota. 
(b) Law enforcement statistics. 


(c) Special subjects. 


IV. REPORTS OF THE CENTRAL BOOK- 
KEEPING AND ACCOUNTING OFFICERS 


There are two central divisions of the 
federal government keeping accounts for 
the government as a whole and making re- 
ports: the Division of Bookkeeping and 
Warrants of the Treasury Department, 
and the General Accounting Office. The 
accounts in both instances are based upon 
warrants issued by the Secretary of the 
Treasury and countersigned by the Comp- 
troller General. The reports of each, being 
based upon these accounts, therefore re- 
flect these warrants issued. 


1. The Combined Statement of Receipts 
and Expenditures, Balances, etc. 


The Combined Statement reports all re- 
ceipts covered into the Treasury and 
money advanced to disbursing officers or 
disbursed directly. Since 1927 expenditures 
have also been reported on the basis of 
checks issued. 

The detailed classification of receipts is 
according to organization unit, source, and 
fund (general, special, or trust). The classi- 
fication of appropriations and expenditures 
is according to organization unit and class 
of account. It also shows the unexpended 
balances for the beginning and end of the 
year for each appropriation and agency. 

This statement “‘is at present the most 
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comprehensive report of the government’s 
financial operations and the status of ap- 
propriations and funds.” 


2. Annual Report of the Comptroller 
General 


This report has been prepared each year 
since 1922. It was not published for the 
years 1933 through 1936 and again for 
1938. These were the very years, if ever in 
the history of the office, a published report 
might have been most useful.” 

The reports prior to 1938 contained only 
reports of office operations of the General 
Accounting Office, discussing particular 
problems of auditing, reporting on par- 
ticular events of the past year, and recom- 
mending legislation relating to the ac- 
counting system. “With minor exceptions 
they contained nothing corresponding to 
the auditor’s certificate customary in com- 
mercial practice, no review or summary of 
the financial status or operating results of 
the government, no comments upon the 
figures given out by the Treasury; nor 
could they have done so since no regular 
audit or inspection of Treasury or depart- 
mental books was made.’’® 

In 1938 and subsequent years, an effort 


was made to include financial statements 


for each agency as of June 30. They in- 
cluded: (1) balance sheets for each agency; 
(2) a summary proprietary statement of 
the United States showing as assets, gold 
and silver, other coin and currency, bank 
deposits, accounts receivable, investments, 
etc., and as liabilities disbursing officers’ 
accounts, special deposits, unadvanced ap- 
propriations, trust funds, the public debt, 
etc.; (3) supporting detailed statements of 
the transactions affecting each appropria- 
tion, as well as unexpended balances and 
amounts returned to surplus for each 
agency of the government to which appro- 


” Selko—Ibid., pp. 521 and 522. 
™ Mansfield, The Comptroller General, p. 252. 
Mansfield, Ibid., p. 253. 


priations are made, and the proprietary 
condition of the several government cor- 
porations and credit agencies for which re- 
ports could be obtained. 

One of the statements included in these 
recent reports is a so-called ‘Financial 
Statement of the United States.” That 
such a statement is much needed has been 
emphasized by many persons. The effort 
of the General Accounting Office, however, 
while commendable as to its objective, is 
far from being impressive as to its results. 
The AccounTING REVIEW says it “is not 
a financial statement recognizable by an 
accountant....It is entirely without 
value for interpretative purposes, and is 
grossly misleading.” 

Mansfield says, “The figures are drawn 
from the books and records of the General 
Accounting Office. They are not an audi- 
tor’s restatement of the financial reports of 
the Treasury and the operating establish- 
ments, with which they cannot be recon- 
ciled, but a separate set of statements from 
a separate set of books. They are not inde- 
pendently verified. The materials on which 
they rest are necessarily incomplete, and 
too remote from the transactions to be re- 
liable. The results reflect the Comptroller 
General’s legal conclusions of what should 
be, rather than an accurate picture of what 
is.’’15 

Is it obvious from this review that the 
Federal government does much accounting 
and renders many reports but that these 
reports are uncoordinated, and in many 
instances inaccurate and uninformative. 
It is little wonder that the present Director 
of the Budget, soon after taking office, 
made this comment: 

One of the first difficulties I encountered in 
taking office as Director of the Budget nearly two 


years ago was an absence of reliable, complete, 
and current information concerning the financial 


44 Editorial, Tae Accountins Review, Sept. 1940, 


p. 445. 
6 Mansfield—Ibid., p. 254. 
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condition of the government as a whole and the 
status of expenditures by the departments. 
I found that the government has several account- 
ing systems but no over-all, complete system. Ob- 
viously, budget planning and control are sorely 
hindered and effective budget execution is im- 
possible without adequate accounting and report- 
ing aids."* 

It is little wonder also that the Govern- 
mental Accounting Committee of the 
American Institute of Accountants, in its 
report on the situation issued in March, 
1940,"” found so many deficiencies in the 
present organization and procedure. It is 
little wonder that most persons who have 
studied the problem have arrived at the 
same conclusion. 

The American Institute Committee ad- 
vanced a number of principles which it be- 
lieved should apply to any readjustments 
attempted. Those which apply especially 
to reporting are: 


1. Recognize and provide for distin- 

guishing the functions of: 

(a) accounting and reporting 

(b) preaudit of financial transactions 
(c) independent postaudit 

2. Place the primary responsibility for 
accounting and departmental report- 
ing on individual departments and 
agencies, with the provision that cer- 
tain general principles shall be fol- 
lowed which may be essential to pro- 
vide information for consolidated 
reports, that their records are subject 
to appraisal from time to time as to 
adequacy and completeness, and that 
they be subject to independent audit 
as to accuracy. 

3. Provide that in each department 
there shall be a competent accounting 
official who will be responsible for 
the accounts and financial reports of 


%* Harold D. Smith, The Bureau of the Budget, in 
Public Administration Review, Winter, 1941, p. 111. 

17 Lloyd Morey, Federal Accounting and i 
Journal of Accountancy, March, 1940. 
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that department, and for internal 
check, and who shall have adequate 
training and experience for the re 
sponsibility required in each respec- 
tive department. 

4. Provide for a central accounting divi- 
sion which will establish general 
standards required in the accounts 
and reports of all departments, and 
underlying principles to be followed 
by departments. 

5. Provide for the preparation of con- 
solidated financial statements of the 
Government by the central account- 
ing agency, compiled from financial 
reports of the various departments 
and agencies, which reports the de- 
partments should furnish to the cen- 
tral agency on forms provided by it. 

6. Provide for an independent postaudit 
of receipts and expenditures, and 
verification of financial reports. 

7. The independent auditing office 
should promptly review and certify 
the correctness of at least the annual 
financial statements prepared by each 
department and by the central ac- 
counting agency for the Government 
as a whole. 


These principles are still good. They 
must be followed in substance if order and 
completeness are to come in Federal report- 
ing. An important step was taken by the 
President in August, 1940, in the issuance 
of Executive Order 8512. This Order di- 
rected the Treasury Department to set up 
a system of reporting for the various de- 
partments which would make it possible 
for it to keep central summary accounts 
from which statements could be prepared 
showing the financial operations and condi- 
tion of the government as a whole. 

In June, 1941, Regulation No. 1 pertain- 
ing to this Order was issued.'* It is under- 

18 Regulation No. 1, Relating to Apportionments and 


Reports on Status of Appropriations under Executive 
Order 8512, June 28, 1941. 
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stood to be the result of conferences in- 
cluding representative of the Treasury 
Department, the General Accounting Of- 
fice, the Bureau of the Budget, and the 
various departments and agencies. It deals 
only with reports on the status of appro- 
priations and apportionments. It covers 
methods of classifying and reporting obli- 
gations and expenditures, and with uni- 
form terminology. In general, it is an ef- 
fective treatment of these matters, and 
should be valuable in bringing about uni- 
formity in their recording and in the infor- 
mation concerning them. It represents only 
one step, however, toward the goal of com- 
plete and comprehensive reporting. Un- 
fortunately, it does not follow the now 
well-established terminology and defini- 
tions of the National Committee on 
Municipal Accounting, with respect to such 
tems as “obligations” and “encum- 
brances.”’ One of its most important fac- 
tors is that it represents a cooperative 
effort on the part of all fiscal divisions and 
the spending departments. Only by such 
cooperation can satisfactory results be se- 
cured. 

Much could be added about the form 
and content of financial reports needed by 
the Federal government, including needed 
changes in and probably omission of a 
number of present reports. The most im- 
portant single need is for a comprehensive 
set of consolidated reports covering the 
operations and condition of the govern- 
ment as a whole. Mr. E. F. Bartelt, Com- 
missioner of Accounts and Deposits, who 
has contributed more than any other one 
person to the full discussion and solution 
of the problems of Federal accounting and 
reporting, has very admirably set forth the 
methods by which this need may be satis- 
fied in a monograph entitled, “Principles 
Involved in a System of Central Accounts 
for the United States Government.’”* He 


May, 1941. 


would assemble such information as would 
make it possible to prepare from summary 
central accounts periodically, an operating 
statement, a budgetary statement, and a 
balance sheet. This may well be looked 
upon as the next step, under Executive 
Order 8512, and it is to be hoped that it 
may come promptly. 

It is not a pleasant task to record that 
the government on which such a tremen- 
dous responsibility rests and which does so 
many things well, and expects so much of 
the rest of us, makes such a poor showing 
with respect to its own bookkeeping and 
reporting. 

Congress in passing the Budget and Ac- 
counting Act in 1921 undoubtedly hoped 
to achieve a system that would among 
other things (a) carry out government bus- 
iness with despatch; (b) provide for an 
adequate accounting for all transactions; 
(c) secure an independent check on the 
regularity of all transactions; and (d) pro- 
vide information as to the financial opera- 
tions and condition of the government, 
Probably the greatest opportunity for pro- 
gressive accounting development ever pre- 
sented in a public body was thus made 
possible. However, after twenty years, the 
accounting of the government as a whole 
is still incomplete and lacking in uniform- 
ity, with systems prescribed but not fol- 
lowed, with presecriptions that are only 
partially adequate, with no means of bring- 
ing financial data together in such a way 
as to show a complete picture of the gov- 
ernment as a whole. After twenty years, 
there is no place to turn for a compre- 
hensive or independently verified financial 
statement of the government. 

“During the entire history of the Budget 
and Accounting Act, there has been no re- 
port to the Congress, such as a board of 
directors of a private business would ex- 
pect and receive from an auditor ade- 
quately summarizing and reporting upon 
the financial transactions of the preceding 
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year.’”20 

The principal reason, I believe, is that 
the division of the government on which 
the primary responsibility and authority 
for setting the needed standards of ac- 
counting and reporting has failed in the 
past to recognize its opportunity and has 
been lacking in technical understanding. 
It has been almost entirely noncoopera- 
tive, and has listened to practically no 
voice but its own. It has maintained rec- 
ords independent of other departments and 
not subject to check, and has compiled and 
issued financial statements from these 
records rather than from the original rec- 
ords of transactions. It has combined and 
confused preaudit, postaudit and account- 
ing, and, though it has had the power, has 
done almost nothing to recognize or elim- 
inate these inconsistencies and inade- 
quacies. 


2° Senate Report No. 1286 of the Select Committee 
on Government Organization, p. 13. 


administration of the affairs of the 
United States Government, I would 
like to say a word or two about the history 
and development of accounts and the rela- 
tion of Federal accounting to business ac- 
counting. 


I N DISCUSSING the role of accounts in the 


DEVELOPMENT OF ACCOUNTS 


The development of accounts to their 
present status has required centuries of 
research and study. They have grown from 
small and crude beginnings, and have be- 
come of ever-increasing importance to 
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No doubt many in the government em- 
ploy in these matters have been motivated 
by a sincere and conscientious desire to 
render a valuable and effective service. 
They have not entirely failed, but they 
have not accomplished what Congress and 
the public have had a right to expect. 
Those who are now in administrative au- 
thority are not responsible for the past, 
and have the opportunity to rectify its 
mistakes. Whether this can be accom- 
plished with the present organization and 
distribution of responsibilities is extremely 
doubtful. There is good reason to believe 
that fundamental changes in responsibility 
as well as procedure will be essential to 
secure proper results. Much can be done, 
however, within the existing framework of 
laws by proper intelligence and coopera- 
tion. Those who are endeavoring to bring 
about the needed improvements are en- 
titled to our interest and support, and to 
our best counsel and help. 


THE ROLE OF ACCOUNTS IN THE AD- 
MINISTRATION OF THE FEDERAL 
GOVERNMENT 


E. F. BARTELT 


good management. With the passage of 
time they have become more analytical 
and have brought about a keener percep- 
tion of the factors contributing to business 
success or failure. 

The first accounts were simple records 
showing the names of individuals who were 
in debt to the proprietor and the amounts 
of such debts; and individuals to whom the 
proprietor was indebted and the amount of 
his indebtedness. The man who devised 


those first accounts had the genius of ac- 


counting. He made accounts assist the 
businessman in the systematic and orderly 
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collection and payment of debt—nothing 
more fundamental than which can be 
found in business administration. Such ac- 
counts made possible an extensive use of 
credit, and thus the development of trade, 
without which there could never exist any 
high degree of civilization. Imperfect as 
those early accounts were, from the mod- 
ern standpoint, they marked the greatest 
single step forward in the application of 
accounting to the administration of busi- 
ness. 

The second step forward was taken when 
accounting placed at the command of the 
businessman information showing how 
much he was worth at a given time, 
whether he had made profits or suffered 
losses as the resuit of his business transac- 
tions, and the amount of the profit or loss. 
For accounts to furnish this information, 
data not found upon the earlier books were 
entered upon the records,—data showing 
the value of all assets and other items af- 
fecting financial condition and giving in 
detail the history of business transactions. 
Further, the transactions were summarized 
by methods not utilized in the earlier sys- 
tems of accounts. I mention this to indi- 
cate how accounts increase in value as 
transactions are analyzed and summarized 
intelligibly—analyzed and summarized to 
show results in terms of the purposes of the 
business. 

The most essential factor in accounting 
is the analysis of transactions as an aid to 
administration. A less important one is the 
method employed. The best method is the 
one which secures analyses with the great- 
est facility and with the least margin of 
error. In large undertakings double-entry 
bookkeeping has quite generally displaced 
the earlier single-entry for the reason that 
it more readily enables the accountant to 
prove, analyze, and summarize financial 
transactions in furnishing information re- 
quired for purposes of management. 

Thus the foundation for safe business 


was laid when accounts provided a sys- 
tematic record of debts. That foundation 
was broadened when, by arrangement of 
records and classification of information, 
accounting provided summaries giving the 
results of business operations. And further 
progress was made when single-entry book- 
keeping gave way to double-entry with its 
more comprehensive analyses and in- 
creased facilities for controlling details, 
proving the work, and summarizing re- 
sults. 

But businessmen are not satisfied to 
know how much they make or lose in a 
year. They want to know how and when 
they realize profits, and how, when, and 
where they sustain losses. To obtain this 
information large commercial enterprises 
have installed books in which accounts are 
grouped into a number of principal classes, 
the transactions of each class being sep- 
arately summarized in what are denomi- 
nated “controlling accounts.’ The princi- 
ple of the controlling account constitutes 
one of the most important features of 
modern accounting. 


GOVERNMENTAL BUSINESS AND COM- 
MERCIAL BUSINESS DISTINGUISHED 


Having called attention to the growing 
importance of accounting as an aid to 
business administration in the commerical 
world, I come now to discuss the applica- 
tion of accounting principles to govern- 
mental business. I wil] begin by indicating 
the essential characteristics of govern- 
mental business as distinguished from 
commercial business. 

Governmental business is the business 
of nations, states, and municipalities, 
which are organized primarily for doing 
certain things and exercising specified 
powers for the common welfare, and for 
these purposes are authorized to make 
stated expenditures and to meet these ex- 
penditures from prescribed sources and by 
specified methods. 


In governmental business, as in commer- 
cial business, land, buildings, and other 
forms of wealth are used, and labor is em- 
ployed. In business they are used and em- 
ployed primarily to secure profit while in 
Government they are used primarily to 
promote the common welfare. Although 
certain enterprises may be administered 
by the Government with the aim of ob- 
taining earnings on investments, it can be 
said of governmental business as a whole 
that any profit is subordinate and inci- 
dental to the things done and the powers 
exercised for the common welfare. 


LIMITATIONS OF GOVERNMENT ACCOUNTS 


The Government maintains accounts as 
an aid to administration, but at the pres- 
ent time they are of less assistance to the 
governmental administrator than com- 
mercial accounts are to the manager of 
commercial enterprise. This is due largely 
to the fact that the responsibility of the 
average governmental administrator covers 
only a part of the administrative field, 
while in the commercial world the manager 
must keep in touch with virtually all his 
problems through the aid of accounting,— 
production, distribution, and finance. Some 
of the limitations of governmental account- 
grow out of the fact that the principal 
purposes for which the accounts are used 
are to demonstrate that there has been no 
illegal use of public moneys; that Govern- 
ment officers convert none to their own 
use; and that expenditures are restricted 
to the objects authorized by the Congress 
in the appropriation acts. But such ac- 
counting, while necessary, is of the primi- 
tive order employed in the commercial 
world before the introduction of the bal- 
ance sheet and the use of summary ac- 
counts giving the results or outcome of 
financial transactions expressed in terms of 
net gain or loss. The mere statement of this 
fact explains why governmental accounts 
have not been and are not at the present 
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time of so much assistance in revealing the 
financial condition of the Government as 
are those of commercial undertakings. This 
leads me to two questions which I would 
like to propound for your consideration: 

First: Can governmental accounts be 
made to serve a larger purpose than those 
which I have mentioned? 

Second: Is it true that governmental ac- 
counting is, and must continue to be, dif- 
ferent from commercial accounting? 

I will not attempt to answer these ques- 
tions today but it is encouraging to ob- 
serve a growing recognition of the need for 
a better integration and analysis of the 
financial data of the Government. This 
need arises not only in the daily adminis- 
tration of the affairs of the Government 
but is equally important in keeping the 
Congress and the citizens informed con- 
cerning the financial operations and condi- 
tion of the Government. 

At the present time there is no central 
record reflecting the financial transactions 
and condition of all governmental de- 
partments, establishments, agencies and 
corporations. To a large extent, the data 
required to prepare comprehensive state- 
ments of operations and financial condition 
are available in the several departments 
and agencies, but there is no machinery for 
bringing the scattered data together upon 
a uniform basis, and in accordance with 
uniform classifications and standards. It is 
well nigh impossible, because of the lack 
of a comprehensive system of central sum- 
mary accounts and the lack of unformity 
in accounting terminology, classifications 
of accounts, and standards governing the 
valuation of assets and the determination 
of liabilities, to obtain an adequate and 
wholly satisfactory over-all view of the 
Government’s financial operations and 
condition. 

The magnitude and complexity of the 
Government’s financial operations, the 
tempo of which has been greatly acceler- 
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ated by measures taken for national de- 
fense, enhances the need for a more closely 
integrated system of accounts and financial 
reports, embracing all activities of the 
Government, including governmental cor- 
porations. 


STEPS TAKEN TO IMPROVE BUDGETARY 
ADMINISTRATION AND FINANCIAL 
REPORTING 


The first step in the Government’s pro- 
gram looking to a more completely inte- 
grated system of budgetary administration 
and financial reporting was taken by the 
President in Reorganization Plan No. III, 
issued pursuant to the Reorganization Act 
of 1939. This reorganization plan! created 
in the Treasury Department a Fiscal Serv- 
ice under the direction of a permanent 
Fiscal Assistant Secretary.2 There were 
transferred to the Fiscal Service those 
functions of the Department pertaining to 
financing and fiscal activities, the Office of 
the Treasurer of the United States, the 
Office of the Commissioner of Accounts 
and Deposits,’ and the Public Debt 
Service. 

This reorganization plan also transferred 
to the Fiscal Assistant Secretary, to be 
exercised through the Commissioner of 
Accounts, supervision over the administra- 
tion of the accounting functions and activi- 
ties in the Treasury Department and all its 
bureaus, divisions, and offices. All func- 
tions vested in any officer or employee of 
the Treasury of authorizing the installa- 


1H. Doc. 681. Seventy-sixth Congress, Third Ses- 
sion; Federal Register, June 4, 1940, vol. 7, p. 2107. The 
Teorganization plan was made effective June 30, 1940, 
by Public Resolution No. 75, approved June 4, 1940 (54 


Stat,, 
ring vacancy of this position the duties are per- 
P her byt the Under Secretary of the Treasury. 

* The Office of the Commissioner of Accounts and 
Deposits was changed to Bureau of Accounts. The Bu- 
reau of Accounts is composed of (1) the Office of the 
Commissioner; (2) Division of Bookkeeping and War- 
rants; (3) Division of De its; (4) Section of Surety 


posi 
Bonds; (S) Section of Investments; (6) Division of Dis- 
bursement; and (7) the Emergency Relief 
Organization. 


Accounting 


tion, maintenance, revision, and elimina- 
tion of accounting records, reports, and 
procedures were transferred to the Fiscal 
Assistant Secretary, to be exercised by him 
through the Commissioner of Accounts. 

The second step in the Government’s 
program of improving budgetary adminis- 
tration and financial reporting was taken 
by the President in the issuance of Execu- 
tive Order No. 8512, dated August 13, 
1940. This Executive Order is designed to 
pave the way for a prompt and reliable 
system of financial reporting for the entire 
Government. It is one step in a long-range 
program to improve budgetary and finan- 
cial administration. Together with Reor- 
ganization Plan III, it provides the neces- 
sary ground work for remedying present 
reporting difficulties. Through the estab- 
lishment of the Fiscal Service in the 
Treasury and by concentrating in the Fis- 
cal Service central authority over Treasury 
accounting, Reorganization Plan III pro- 
vides the operating center for the new 
financial reporting system. The executive 
order imposes upon the Treasury Depart- 
ment several important responsibilities: 

First, it must prepare financial reports: 
to make known in all practicable detail 
the financial condition and operations of 
the Government and all its agencies, in- 
cluding corporations. 

Secondly, it must furnish such reports 
as are required by the President or the 
Director of the Bureau of the Budget for 
the compilation of the Budget or for other 
purposes of budgetary administration. 

To accomplish these objectives the Sec- 
retary of the Treasury is directed in the 
Order to— 

1. Establish, with the approval of the Director 

of the Bureau of the Budget— 

(a) Uniform accounting terminology; 

(b) Uniform classifications of assets and lia- 
— and revenues and expenditures; 
an 


(c) Uniform standards for the valuation of 
assets and the determination of liabili- 


| | 


ties and the treatment of revenues and 
expenditures in relation thereto; and 

2. Maintain a complete system of summary ac- 
counts through which the financial data 
of the various agencies will be coordi- 
nated and integrated. 


The Order applies to all agencies of 
the Government, including corporations. 
Under Section 4 the several agencies are 
required to furnish the Secretary of the 
Treasury such information and data relat- 
ing to their financial condition, activities, 
and operations as may be required to en- 
able the Treasury Department to maintain 
the accounting records and prepare the 
financial reports necessary for compliance 
with the provisions of the Order. They are 
also required to furnish such information 
relative to their accounting principles and 
practices as the Secretary of the Treasury 
may require for the proper processing of 
the data reported by such agencies. The 
reports of financial condition and opera- 
tions must reflect all uncollected revenues 
owed to the Government whether as- 
sessed, due, or accrued, and also all 
bonded or other indebtedness of the Gov- 
ernment, whether due or accrued, includ- 
ing all current liabilities. The reports must 
also reflect, so far as ascertainable, all con- 
tingent liabilities of the United States and 
its corporate and other instrumentalities. 


CENTRAL ACCOUNTS OF THE 
GOVERNMENT 


Under the Act of July 31, 1894,‘ the 
Division of Bookkeeping and Warrants of 
the Treasury Department is the central 
bookkeeping organization of the Govern- 
ment. The act provides that “upon the 
books of this division shall be kept all ac- 
counts of receipts and expenditures of pub- 
lic money except those relating to the 
postal revenues and expenditures there- 

*U. S. Code, title 5, sec. 255. Under Reorganiza- 


tion Plan III, the Division of Bookkeeping and War- 
rants and its functions were transferred to the Bureau of 
Accounts, 
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from.” At the present time, these accounts 
are maintained solely upon the basis of 
warrants issued by the Secretary of the 
Treasury and countersigned by the Comp- 
troller General.’ They do not contain al 
the transactions of the Federal Govern- 
ment and, therefore, do not reflect the 
financial condition of the Government. 
They do not reflect the amount of uncol- 
lected taxes and other receivables: cash in 
the hands of collecting, disbursing, and 
administrative officers; deposits in Gov- 
ernment depositaries: notes receivable; 
investments; and other assets of the Gov- 
ernment of various kinds and descriptions. 
Neither do they reflect the unobligated 
balances of appropriation accounts,’ nor 
the liabilities of the Government on ac- 
count of contracts, outstanding checks, 
unpaid bills, etc. 

It is proposed to correct this condition 

in the following manner: 

First, by prescribing uniform terminology, 
standards, and classifications for use by all 
agencies of the Government, including cor- 
porations; 

Second, by having all Federal agencies, includ- 
ing corporations, submit periodic financial 
reports to the Treasury in accordance with 
prescribed standards; 

Third, by establishing and maintaining, upon 
the basis of such data, a complete system of 
central summary accounts through which 
the financial operations of all agencies will be 
correlated and integrated.’ 


Thus, there will be brought together in 
a completely codrdinated system of central 
summary accounts the transactions of col- 
lectors of customs, collectors of internal 
revenue, disbursing officers, mints and 


5 U.S. Code, title 31, sec. 147. A warrant is a formal 
accounting document authorizing the setting up of ap- 
propriation accounts; the advance of money to disburs- 
ing officers from such accounts; and the payment of di- 
tect settlements of the General Accounting Office. 

* This information is required to be reported to the 
Treasury Department under Regulation No. 1, issued 
pursuant to Executive Order No. 8512. 

7 This refers to summary accounts. It does not con- 
template duplication of detail accounting in the admin- 
istrative agencies. 
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assay Offices, Federal Reserve Banks and 
branches,® general Government deposi- 
taries, the Office of the Treasurer of the 
United States, governmental corporations, 
and approximately 175 administrative 
agencies which incur obligations on behalf 
of the United States. 

The reports of financial condition and 
operations compiled from these accounts 
and related records will reflect, as nearly 
as practicable, the uncollected revenues 
and other amounts owed to the Govern- 
ment, and also all bonded or other in- 
debtedness of the Government, including 
all current liabilities. Such reports will also 
reflect, so far as ascertainable, all con- 
tingent liabilities of the United States and 
its corporate and other instrumentalities. 

It seems unnecessary to dwell upon the 
importance of uniform terminology, classi- 
fications, and standards in the develop- 
ment of an adequate system of accounts 
and financial reports. It seems equally un- 
necessary to argue the need for the integra- 
tion of the financial data of the various 
governmental activities in order to provide 
a complete and understandable picture of 
the Government’s financial condition and 
operations. 

The financing of current governmental 
activities; the management of a greatly in- 
creased direct and guaranteed debt created 
during the past few years as a result of eco- 
nomic depression ; the additional taxes and 
new financing which will be necessary in 
strengthening our national defense and the 
liquidation of the debt created in times of 
emergency; and the ever-present need for 
mobilizing and utilizing the nation’s finan- 
cial resources to the best public advantage, 
—all combine to emphasize the need for 
careful codrdination of the fiscal data of all 
Federal agencies with the financial data of 
the National Treasury. 


* This has reference only to transactions affecting the 
financial transactions of the United States Government. 


BUDGETARY AND FINANCIAL 
RELATIONSHIPS 


Experience has demonstrated the need 
for close working relationships between the 
Bureau of the Budget, the Treasury De- 
partment, the General Accounting Office, 
and the several administrative agencies, in 
the development and use of financial data. 
As the focal point of the Government’s 
fiscal activities, the Treasury Department 
collects virtually all of the public revenue; 
makes the disbursements of the civil estab- 
lishment; conducts the Government’s 
financing operations; supervises the de- 
positary system; maintains checking ac- 
counts with all disbursing officers, corpo- 
rations, and governmental credit agencies; 
handles investment transactions for trust 
funds and governmental corporations; and 
is generally responsible for the safekeeping 
of the public money and securities. Also, as 
I have previously indicated, the Treasury 
Department is required by law to keep all 
accounts? of receipts and expenditures, 
except postal, and to transmit to the Con- 
gress annually a combined statement of the 
receipts and expenditures of the Govern- 
ment.!° The data taken from these ac- 
counts are, to a large extent, used as a 
basis for the more detailed statements of 
actual receipts and expenditures in the an- 
nual Budget. The Treasury Department is, 
therefore, the principal source to which the 
President and the Director of the Bureau 
of the Budget must look for information 
needed in carrying into effect the provi- 
sions of the Budget and Accounting Act,” 
particularly section 201, which requires the 
President to inform the Congress concern- 
ing the financial condition of the Govern- 
ment. 

Experience also teaches that the main- 
tenance of a coérdinated accounting and 


® U.S. Code, title 5, sec. 255. 
10 U.S. Code, title 5, sec. 264. 
1 US. Code, title 31, sec. 11. 
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reporting system can properly be handled 
only by an organization specially charged 
with the duty of establishing standards 
and then of seeing that the standards are 
property maintained. Such organization 
must be composed of a staff of carefully 
selected accountants who are qualified by 
training and experience and who are further 
qualified by temperament and breadth of 
view. It is of paramount importance that 
such men should have, in addition to the 
required technical knowledge and training, 
the ability to win the confidence and co- 
operation of the governmental agencies 
upon whom the success of the program 
largely depends. 


CONCLUDING REMARKS 


It is indeed encouraging that the Presi- 
dent of the United States and the Director 
of the Bureau of the Budget are committed 


to a comprehensive program of placing the 
accounts of the Federal Government upon 
a sound basis which would compare favor. 
ably with those of commerce and industry, 
It is my fervent hope that the program will 
so commend itself to the Congress during 
the coming session that the Legislative 
branch of the Government will give its sup. 
port and encouragement to those officers in 
the Executive branch who are desirous of 
providing the Congress and the American 
people with more informative over-all fi- 
nancial statements relating to the opera- 
tions and condition of the Government. I 
commend to your thoughtful consideration 
a careful examination of the basic princi- 
ples prescribed in Executive Order No. 
8512, and would welcome your suggestions 
with respect to their application to the ac- 
counting and reporting procedures of the 
Federal Government. 


THE EXECUTION OF THE 
FEDERAL BUDGET 


J. WELDON JONES 


N A FEW DAYS the President will submit 
I his annual Budget Message to the 

Congress. This Message will transmit 
a large, detailed volume—more than a 
thousand pages of fine print. On the one 
hand, some lines of the Document will 
cover hundreds of millions of dollars; on 
the other hand, many pages will be de- 
voted to the purchase of new motor ve- 
hicles! Some pages of the book will reflect 
history in the making; many other pages 
will be read only by the proofreader! I shall 
neither excite you with the billions nor 
bore you with the cents which you will find 
in this book. Rather, I shall use the book as 
a text in exploring some of the manifold 
aspects of democratic processes in evolu- 
tion. 


I. THREE PHASES IN THE DEVELOP- 
MENT OF THE BUDGET 


1. The Budget Document is the most 
comprehensive expression of the work of 
the Bureau of the Budget. It is based on 
the Budget and Accounting Act of 1921 
which introduced the executive budget 
into our system of Federal finances. The 
Act was a long step forward in bringing 
order out of chaos. 

2. A new landmark in the development 
of the Budget was the Reorganization Act 
of 1939 which placed the Bureau of the 
Budget in the Executive Office of the 
President. This shift in the location of the 
Bureau was not a mere formality; in real- 
ity in represented a very significant mile- 
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stone in the development of American 
democratic institutions. Under the Euro- 
pean cabinet system of democracy, the co- 
ordination of the activities of a govern- 
ment is brought about by a cabinet which 
votes on all essential decisions. Under the 
American system, it is the President who 
must coordinate the policies of all the vari- 
ous branches of the administration. The 
President’s program is the yardstick for 
deciding whether or not the policies pro- 
posed by various agencies shall become the 
policies of the administration. The Bureau 
of the Budget has become the instrument 
for this work of coordination. The Presi- 
dent described the Budget in his Budget 
Message of last year as follows: ‘The 
Budget of the United States presents our 
national program. It is a preview of our 
work plan, a forecast of things to come. It 
charts the course of the nation.” 

3. Through the reorganization, the em- 
phasis of the work in the Bureau of the 
Budget has been shifted from the watch- 
dog function into an instrument of manage- 
ment. Whatever consistency and coordina- 
tion we may have in the national program 
is reflected in the Budget Document. This 
new orientation is marked by the develop- 
ment of the five Divisions of the Bureau of 
the Budget. These Divisions are known as 
the Division of Estimates, the Division of 
Legislative Reference, the Division of Sta- 
tistical Standards, the Division of Admin- 
istrative Management, and the Fiscal 
Division. 

The coordinating function of the Bureau 
of the Budget is a tremendous task in an 
organization as complex as the Federal 
Government. It will take a long time, in 
our democratic process of government, for 
our objectives to become fully accomplished 
reality. While this development is under 
way, day-to-day budget execution de- 
mands increasing attention of those of us 
who are on the firing line. I address myself 
to this task today. 


II. BUDGET EXECUTION 


The third stage of development can be 
characterized by the phrase: from the 
executive budget to budget execution. The 
executive budget is transmitted once a 
year, but budget execution is a job that 
goes on day by day. A significant land- 
mark in this third development is Execu- 
tive Order No. 8512 of the President, of 
August 13, 1940. 

The Bureau of the Budget has been 
charged with a certain degree of budget 
execution since its formation in 1921. At 
that time it began the practice of reserving 
portions of certain appropriations made by 
the Congress. In 1933, the authority to 
apportion the yearly appropriations by 
months was transferred from the heads of 
departments to the Bureau (Anti-defi- 
ciency Act of 1905 and Executive Order 
No. 6166). 

Apportionment until recently was all too 
often a matter of form. Little attempt was 
made to consider economic conditions in 
making apportionments and in setting up 
reserves. Apportionments cannot be effec- 
tive from that viewpoint so long as the Bu- 
reau has no means of observing constantly 
the degree of compliance of the agencies. 
Executive Order No. 8512 is significant in 
that it crystallizes or summarizes all prior 
Executive orders and administrative prac- 
tices relating to apportionments and re- 
serves. Under it the practice of apportion- 
ment and withholding some of the appro- 
priation can at last be made an effective 
instrument of budget execution and con- 
trol. 

It has been said that the Bureau in 
creating reserves is assuming a power far 
beyond that given by the Anti-deficieny 
Act of 1905. This question was recently 
raised when the Bureau put large sums into 
reserve during the current fiscal year. The 
implication of the challenge is that the Bu- 
reau should attempt merely to keep agen- 
cies from spending more than their 
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appropriations, rather than to force them 
to adjust expenditures to rapidly changing 
economic conditions. The argument for 
such a viewpoint is that after Congress en- 
acts an appropriation for an agency, this 
money has been given irrevocably to the 
agency. And any attempt by the Bureau of 
the Budget to prevent the agency from 
spending the full amount is an assumption 
of a function in contravention of legislative 
decision. 

Such a conception of the meaning of ap- 
propriations was perhaps possible at a 
time when narrower Government activi- 
ties had little or no relationship to dynamic 
economic conditions. In such a period, an 
agency might well regard its appropriation 
as, so to speak, its “property” or “‘vested 
right,” which no one but Congress could 
take away. 

It seems to me that we now need an- 
other interpretation of the meaning of an 
appropriation. Congress, in appropriating 
money to a certain agency, directs that this 
agency shall fulfill certain statutory func- 
tions as specified in legislative acts,—and 
as specifically outlined, in terms of per- 
formance, in the detailed requests for 
appropriations, considered by the Bureau 
of the Budget and the Congressional com- 
mittees. If Congress appropriates money 
for a system of work relief, it is the duty of 
the administration to execute this intent. 
But it is the duty of the agency to spend 
less if the same function can be satisfacto- 
rily fulfilled with less money than esti- 
mated. In this process, it is the duty of the 
President and the Bureau of the Budget to 
see that the various agencies fulfill the func- 
tions prescribed by law in the most effec- 
tive and economical manner. That is the 
meaning of budget execution and budget 
control. 

I often say that the righthand and the 
lefthand bowers of budgetary execution 
are current administrative reports. Such 
reports furnish the basis for the setting up 


of reserves and the preparation of succeed- 
ing budgets. They provide a measure of the 
amount and the tempo of the work done as 
well as the efficiency of the agency. You 
will be interested to know that under 
Executive Order No. 8512 both the Fiscal 
and Administrative Management Divi- 
sions are now engaged in the exploratory 
and preparatory stages for inaugurating 
current over-all financial summaries. These 
summaries will give the President and the 
Director of the Bureau of the Budget new 
vistas in budget execution. 

The task is tremendous. I do not have to 
tell this group that reports are never any 
better than the supporting records. Good 
reports must be tied into records; hence it 
will not surprise you to know that we are 
again digging into that old ground—asys- 
tem of central accounts for the entire Fed- 
eral Government. Mr. E. F. Bartelt, 
Commissioner of Accounts, U.S. Treasury 
Department, has discussed this field in 
detail. 

Central accounts involve clarification of 
terminology, functional classification, and 
project classification, as well as an improved 
object classification of over-all activities. 
It involves the closest cooperation among 
the Bureau of the Budget, Treasury De- 
partment, and General Accounting Office. 
Brave men we may be, but I am confident 
that a united attack on our problem 
through the years will without doubt be 
successful. 

I am so enthusiastic about this work 
that I will venture a bit of rather technical 
discussion to give you a look at the progress 
thus far made. As you know best, if an 
accountant becomes enthusiastic, he must 
produce a financial statement. For that 
purpose we have evolved forms which are 
the initial steps in the inception of our new 
reporting system. Perhaps a look at one of 
these forms may show you, more clearly 
than all philosophical explanations, what 
our job really is. 
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Ill. THE APPORTIONMENT OF 
APPROPRIATIONS 


An early step in the summarized report- 
ing on the status of appropriations was 
taken by the Bureau of the Budget shortly 
after its formation in 1921. Periodic reports 
relating to apportionments and expendi- 
tures thereunder were then required. In 
1933, the Treasury Department, of which 
the Bureau of the Budget was then a part, 
was empowered by the President to re- 
quire budgetary reports from departments 
and establishments. As Mr. Bartelt will 
tell you, the scope of these reports was con- 
siderably enlarged in Executive Order No. 
8512 of a year ago. 

This year the Treasury Department and 
the Bureau of the Budget jointly prescribed 
improved forms for requesting apportion- 
ments, revisions of apportionments, and 
for reports on the status of appropriations. 
These forms were accompanied by ade- 
quate instructions explaining their use. 

Before discussing the improved reporting 
forms, I must digress for a moment to clear 
up two points with regard to Federal fiscal 
practices. 

A. First to be mentioned is the inherent 
nature of the annual appropriation. An an- 
nual appropriation is simply the authoriza- 
tion by law to make disbursements, not in 
excess of a stipulated amount. These 
disbursements must be in payment of ex- 
penses properly incurred within a fiscal 
year, or in the fulfillment of contracts prop- 
erly entered into during such period. The 
aggregate of the amounts required for such 
payments is known in Federal accounting 
circles as obligations. The obligations for 
any period, such as a month, a quarter, or 
a fiscal year, are the sum of what the mu- 
nicipal accountant calls expenditures and 
outstanding encumbrances. 

In short, the apportionment device con- 
trols the rate of obligation and the extent to 
which the appropriation is being consumed 
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by contracts, purchase orders, or other 
agreements which bind the Government to 
the future payment of money. 

B. Although an annual appropriation 
expires for obligation at the close of a fiscal 
year, two additional years are allowed for 
the completion of contracts and for pay- 
ments. This means that the annual appro- 
priation accounts are usually held open for 
three full fiscal years. Hence, in order to 
get a complete reporting, Form 3—the form 
for reporting upon the status of the appro- 
priations—includes transactions of all three 
fiscal years. 

The gist of Form 3 is shown in the mim- 
eographed sheet which has been distributed 
to you. The form which is actually em- 
ployed is somewhat more involved than 
the illustration. Although filed as of the 
close of the month, each form presents 
cumulative figures for the fiscal year to 
date. 

By referring to the illustration, you will 
note that the form sets forth with respect 
to each appropriation: 

(1) The unexpended balance of the two 
expired appropriations carried for- 
ward from the preceding fiscal year. 

(2) The current year’s appropriation. 

(3) Cumulative expenditures for the pe- 
riod, i.e., vouchers and pay rolls cer- 
tified for payment. Note that expen- 
ditures were made under the two 
expired appropriations in payment 
of obligations which had been in- 
curred in prior years. 

(4) Cumulative obligations for the pe- 
riod. You will observe that the 
obligations incurred under the 1942 
appropriation are $80,000, whereas 
the expenditures are only $70,000. 
The difference, of course, is due to 
obligations incurred which have not 
yet been approved for payment. 
You will also note obligations of 
$1,000 under the 1941 appropriation ; 
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An ADAPTATION OF 
Form 3—SummMary Report on STATUS OF APPROPRIATIONS 
FOR THE PeRiop 1, 1941 THroucH NOVEMBER 30, 1941 


nexpen ‘umulative 
Balances of Current July 1, 1941 July 1941 APPorton- 
Appropriations A ti gh gh ments, July 1, 
brought forward tis Nov 30, 1941 Nov 30 1941 1941 throu 
at July 1, 1941 ae —_ Dec. 31, 1941 
An annual appropriation. 
Fiscal year: 
Se ae $164,000 $ 70,000 $ 80,000 $ 90,000 
1940 (expired)............. 8,000 1,000 (2,000) 
A continuing or a multiple-year ap- 
$45,000 $214,000 $124,000 $101,000 $115,000 


actual expenditures within the cur- 
rent period exceeded the estimated 
amounts previously recorded as ob- 
ligations. 

(5) The cumulative apportionments 
throughout the current quarter. 


Form 3, as well as all other reports under 
Executive Order No. 8512, is required to 
be compiled on the basis of the reporting 
agency’s accounting records or shall be 
susceptible of ready verification there- 
with. Prior to its adoption, the concept of 
obligations varied considerably through- 
out the Government, but Regulation No. 1 
under Executive Order No. 8512 provides 
very careful definitions which should 
achieve uniformity in reporting. Imme- 
diately upon the announcement of the new 
reporting program, staff members from the 
Treasury Department and Bureau of the 
Budget worked with the agencies in the 
preparation of forms and their use. 

Unfortunately from the standpoint of 
simplicity in accounting, all Federal ap- 
propriations are not annual appropriations. 
Large sums have been voted by Congress 
under what are known as multiple-year 
appropriations and continuing appropria- 
tions. A multiple-year appropriation is 
available for obligation for a period of time 
longer than one fiscal year. A continuing 
appropriation, the use of which is quite 


common for construction programs or for 
governmental lending, is available for 
obligation until expended. Many of these 
appropriations are subjected to apportion- 
ment in the same manner as the annual 
appropriation. 

All continuing and multiple-year appro- 
priations are included in the Form 3, as 
illustrated in the mimeographed sheet. 
You will note that the form indicates the 
unexpended balance brought forward from 
the preceding fiscal year; it adds any addi- 
tional amounts appropriated for this year. 
The form also sets forth the cumulative 
expenditures and obligations for the cur- 
rent fiscal year in a manner similar to that 
employed in the annual appropriation. 


IV. THE USE OF PERIODIC REPORTS 
ON THE STATUS OF APPROPRIATIONS 
TO AID BUDGET EXECUTION 


The questions which next arise are how 
Form 3 is to be employed within the Bu- 
reau of the Budget, and how it implements 
the execution of the budget. First, I shall 
mention its use with respect to the indi- 
vidual appropriation, and second, with re- 
gard to the aggregate of all appropriations. 

With respect to the individual appro- 
priations— 

(1) The form “flags” obligations in ex- 

cess of apportionments. 
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(2) Where obligations are greatly below 
apportionments, it indicates the 
need for immediate inquiry, with the 
result that reserves for savings and 
contingencies may be set up. 

(3) From September 15 to the end of 
December, the Bureau of the Budget 
gives consideration to amounts re- 
quested by the agencies for the en- 
suing fiscal year. The Bureau holds 
hearings and gathers other informa- 
tion relative to the needs for the en- 
suing fiscal year. At this time the 
Bureau has in its possession five 
monthly reports on Form 3 relative 
to the expenditures and obligations 
of the current fiscal year. 


With respect to large groups of appro- 
priations or to the aggregate of all appro- 
priations, the totals of obligations incurred 
and vouchers approved for payment con- 
stitute important criteria in the formula- 
tion of fiscal policy. 


V. OTHER DATA ESSENTIAL TO EF- 
FECTIVE BUDGET EXECUTION 


You will observe that Form 3 does not 
provide all of the data essential to effective 
executive budget control. For instance, it 
does not present analyses within an appro- 
priation by objects, activities, or programs. 
Again, it does not report results accom- 
plished in terms of performance units. 
And, finally, it omits altogether the pres- 
entation of unit costs, i.e., the comparison 
of the actual with the predetermined or 
budget costs. The Bureau of the Budget is, 
of course, deeply conscious of these short- 
comings. Although much information of 
the desired type is supplied in connection 
with the annual request for appropriations, 
there is no procedure for the orderly re- 
porting of the data at monthly or quarterly 
intervals. As a stop-gap, Regulation No. 1 
under Executive Order No. 8512 provides 
that the reporting agencies shall supply 
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reports supplementary to Forms 1, 2, and 
3 analyzing the data by objects, projects, 
or functions for such appropriations, for 
such periods, and for such times as may be 
designated by the Bureau of the Budget. 
This, of course, enables the Bureau to get 
further analyses of operations under the 
very large appropriations. In addition, the 
Bureau’s Division of Administrative Man- 
agement shortly will undertake a long- 
range study directed to the current re- 
porting of data in performance units and 
of unit costs. 


VI. THE BUDGETARY CONTROL 
SECTION 


One of the significant developments now 
taking place in the Bureau of the Budget is 
the organization of a Budgetary Control 
Section in the Fiscal Division. This group 
will be primarily concerned with the exe- 
cution of the budget at the “over-all” 
level. It will examine the monthly reports 
of the status of appropriations for the pur- 
pose of determining the trends of particu- 
lar classes of obligations or expenditures. 
It will note those instances which appear 
“out of line’ and make recommendations 
for corrective action. It will study the re- 
lationship of current receipts and current 
expenditures or obligations for the effect 
upon the over-all budgetary program. And, 
finally, it will collaborate with other units 
within the Bureau of the Budget and with 
the Treasury Department and the General 
Accounting Office in all matters in which 
budgetary control is affected by Federal 
reporting and Federal accounting. 


VII. THE IMPLICATIONS OF BUDGET 
CONTROL AT THE TOP LEVEL 


In closing I venture to lapse again into 
the philosophical, to peep into the future. 
I ask you to think of budget execution in 
perhaps a new sense. It is budget control at 
the national level. It is the execution of the 
national program which envisions the eco- 
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nomic and social implications of the budget 
for the economy as a whole. 

We all know that the activities of the en- 
tire economy have terrific impact on the 
national programs. I believe that the na- 
tional program can have beneficial as well 
as harmful impacts upon the general econ- 
omy. Admittedly, such thinking is fiscal 
policy. Under such concepts of control the 
execution of the national budget becomes a 
new tool of national policy. I do not know 
all its virtues. I am sure that it is not a 
panacea in itself. But in conjunction with 
other measures it may be all that Keynes, 
Hansen, and others have envisioned it 
could be. 

The possibilities of such an execution of 
the budget should be thoroughly explored. 
Legislation obviously must provide the 
framework for a flexible fiscal policy. When 
for instance, Congress appropriates funds 
for the Federal highway system but leaves 
to the administration the decision as to 
what proportion of this money should be 
spent in a specific year, then a powerful 
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tool for fiscal policy has been created. 

The new procedures developed in the 
present emergency period promise to be- 
come a regular instrument of national 
policy in the future. Congress may appro- 
priate for what has been called “develop- 
mental programs” extending through a 
period of years, but leaving the timing of 
actual expenditures to the Executive, with- 
in the framework of the law. 

In the execution of such authorizations, 
the administration would have a powerful 
instrument and an unparalleled opportu- 
nity to integrate the details of the national 
program with current developments in 
general economic activity. 

Is it too much to see in budgetary con- 
trol and execution powerful allies in the 
preservation of the democratic process? I 
think not. We search for significant con- 
trols in our economic systems. The execu- 
tion of the Federal Budget must be ex- 
plored and utilized to the limits of its pow- 
ers for protecting and promoting the public 
interest. 


COST INSPECTION IN THE UNITED 
STATES NAVY 


HERMANN C. MILLER 


approved June 28, 1940, entitled “An 

Act to expedite national defense, and 
for other purposes,” authorized the Secre- 
tary of the Navy to negotiate contracts for 
the acquisition, construction, repair, or 
alteration of naval vessels or aircraft and 
for machine tools and other similar equip- 
ment, with or without advertising or com- 
petitive bidding upon determination that 
the price is fair and reasonable provided 
that such contracts shall not be deemed to 
be for the purchase of such materials, sup- 
plies, articles, or equipment as may be 
bought in the open market. Cost-plus-a- 


Pier Act No. 671, 76th Congress, 


fixed-fee form of contract is permissible 
subject to the limitation that the fixed fee 
shall not exceed 7 per centum of the esti- 
mated cost exclusive of the fee. The cost of 
special additional equipment and facilities 
acquired to facilitate the completion of 
naval vessels or portion thereof in private 
plants are to be charged against such con- 
tracts on a percentage basis, and as charged 
shall be considered to be a reduction of the 
cost or other basis of the special additional 
equipment or facilities as of the date of 
their installation. 

Wherever the Secretary of the Navy 
finds it impossible to make contracts or ob- 
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tain facilities to effectuate the purposes of 
this Act in the procurement or construc- 
tion of items authorized in connection 
with National Defense he is authorized to 
provide the necessary buildings, facilities, 
utilities, and appurtenances on Govern- 
ment-owned land or elsewhere, and to op- 
erate them, and to fix the compensation to 
the owner of such plant or facility. 


COST INSPECTION UNDER THE 
COMPENSATION BOARD 


The Secretary of the Navy has desig- 
nated the Compensation Board to deter- 
mine the cost of buildings, facilities, and 
appurtenances as a basis for reimburse- 
ment to private contractors engaged in 
construction and installation of additional 
special plant facilities. The Compensation 
Board of the Navy Department is under 
the cognizance of the Office of the Under 
Secretary of the Navy. It is “charged with 
the responsibility of determining true or 
correct costs of vessels building or to be 
built under Navy Department contracts, 
to decide upon, control and supervise the 
execution of all methods necessary to be 
established to carry out this duty,” and 
“with the determination of the true cost of 
special additional facilities and equipment 
for which the Navy pays any part of the 
cost.” 

The audit of contractors’ accounts under 
the Compensation Board is carried on by a 
local cost-inspection board consisting ordi- 
narily of two commissioned officers, one of 
whom is the Technical Inspector of Ship- 
building or of Material and the other is the 
Cost Inspector. The cost-inspection offices 
are established by the Bureau of Supplies 
and Accounts and for administrative pur- 
poses are under the general supervision of a 
district Supervisory Cost Inspector who is 
primarily responsible to the Bureau of Sup- 
plies and Accounts. The auditing proce- 
dure is established and performed by the 
cost inspector under the Compensation 
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Board to whom the audit reports are sub- 
mitted. The various types of contracts un- 
der which naval ships are constructed are 


(a) Fixed-price 
(b) Negotiated-price-plus-a-fixed-fee 
(c) Cost-plus-a-fixed-fee 


In general, cost determination under 
each of these types will be the same except 
for cost-plus-a-fixed-fee contracts. Under 
the latter the contractor agrees to build a 
ship for true cost, which he is required to 
expend, plus a predetermined fee based on 
an estimated cost at the time of entering 
into the contract. In any type of contract 
the purpose of cost inspection is to deter- 
mine as far as practical the true cost of the 
contractor in his execution of the contract. 
Under fixed-price and negotiated-price- 
plus-a-fixed-fee contracts the total amount 
to be paid to the contractor is already 
agreed to. In these cases the audit under 
the Compensation Board is for the pur- 
pose of obtaining information only for the 
Navy Department and is intended to be 
done within such reasonable accuracy as 
can be obtained by a small force auditing 
the accounts of the contractor. For general 
guidance of cost-inspection boards the fol- 
lowing procedure has been established: 

(a) After assignment to and immediately 
after arrival at the plant or shipyard of the 
contractor whose acounts have never pre- 
viously been audited under the Compensa- 
tion Board, the cost inspector reports upon 
the accounting system proposed to be used 
by the contractor. The accounts should 
disclose clearly the nature and amount of 
the different items of cost in the perform- 
ance of the contract or subcontracts. 

(b) The contractor should maintain a 
permanent set of books and records relat- 
ing to the cost and operation of the busi- 
ness. 

(c) The information submitted to the 
Navy Department with regard to the con- 
tractor’s financial condition, construction 
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or manufacturing costs, and results of 
operations should not deviate in any sub- 
stantial particular from similar informa- 
tion prepared for the contractor’s own 
stockholders or for other Government de- 
partments without full disclosure of the 
reasons for such deviation. 

(d) The current costkeeping and ac- 
counting methods and principles em- 
ployed by the contractor shall be accepted 
providing they are found to be adequate 
for the determination of correct cost. After 
establishing such procedure no major 
changes shall be made without the specific 
authority of the Compensation Board. 

(e) Where a large volume of transactions 
is involved, the inspection is restricted to 
tests and selective checks. 


COST INSPECTION UNDER BUREAU OF 
SUPPLIES AND ACCOUNTS 


Under the Bureau of Supplies and Ac- 
counts cost inspection is also carried on in 
connection with contracts for the repair, 
overhaul, and conversion of naval vessels. 
These contracts are known as “time and 
material contracts.’’ Annexed to and form- 
ing a part of these contracts are: 

(a) Schedule A. Labor Rates. Rates of 
charges per hour for skilled and unskilled 
labor by trades, which rates include actual 
labor costs, overhead items, and profit. 

(b) Schedule B. Machine, Machine Tools 
Equipment and Miscellaneous Service Rates. 
Rates of charges per hour or other accepta- 
ble unit for the use of necessary machines 
and equipment including dry docks, ma- 
rine railways, tugboats, cranes, derricks, 
and for electricity, compressed air, fresh 
and saltwater, and steam operated vessels 
during the period of repair or alteration. 

Under the Bureau of Supplies and Ac- 
counts cost inspection is also provided cov- 
ering cost-plus-fixed-fee contracts for ex- 
pansion of plants and plant facilities upon 
payment for which title will pass to the 
Government, and services. Still other 


types subject to cost inspection or audit 
are found in Emergency Plant Facilities— 
Aviation Industry Contracts and Fixed- 
Price Contracts negotiated by the Bureau 
of Supplies and Accounts under joint Army 
and Navy Program for aircraft, aircraft 
engines, and aircraft accessory industries. 


COST-INSPECTION PROCEDURE 


Cost inspection is merely a special type 
of audit engagement wherein the auditor 
verifies the various elements of cost applic- 
able to a contract. Generally speaking, this 
begins with the assignment of labor and 
material checkers charged with the re- 
sponsibility of identifying the contractor’s 
workmen engaged on various jobs which 
come under the contract. This is in a sense 
a continuous audit of labor charges at the 
point of origin. There must also be similar 
audit of materials actually used on the var- 
ious jobs under the contract with all of the 
problems incident to the return of scrap, 
distribution of bulk deliveries to various 
jobs, and the tracing of materials from 
point to point in the process of manufac- 
ture or conversion within the plant, and 
the use of Government-owned material 
when such material is to be included in the 
facility or product. Labor and material 
checkers must be alert and thoroughly 
familiar with the character of the various 
projects and items and must further have 
some knowledge of cost-accounting prin- 
ciples, if the work in the field is to be satis- 
factorily performed. Labor and material 
checkers must report daily to the cost in- 
spector, furnishing information concerning 
the employees whose time for the day or 
any part thereof was applicable to a Gov- 
ernment job. Extreme care must be exer- 
cised to prevent mistakes which would 
result in improper charges to Navy costs. 
Similarly, reports must be made relative to 
movements, receipt, return, discard, or 
substitution of materials. The audit of la- 
bor cost must be completed by an exami- 
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nation of charges for labor and comparison 
with the daily reports furnished by Navy 
labor and material checkers. These charges 
must be verified by reference to payroll 
records and, further, by an examination of 
the paid payroll checks or cash receipts. 
Attention should be given to the system of 
internal check employed by the contractor 
in order to insure against any improper 
payroll transactions becoming a part of 
Navy cost. 

All direct purchases of materials for the 
Navy contract are vouched by an exami- 
nation of the appropriate authority for 
such purchases granted by the chief of one 
of the bureaus in Washington, or his repre- 
sentative, who is usually the technical in- 
spector of shipbuilding or materials and 
who is the senior member of the cost-in- 
spection board. The letter of authority 
usually designates the vendor and the 
price to be paid to the vendor for purchases 
of Navy items such as heavy machine 
tools. An examination must be made of the 
purchase order issued by the contractor, 
comparing it with the requisition pre- 
pared in the engineering or other planning 
division, and with the vendor’s original in- 
voice receipted and signed by a responsible 
official. Finally the paid checks must be 
examined. Particular care must be taken in 
a cost audit to identify and disallow any 
cash or other discounts which may have 
been granted or allowed or taken. Such 
discounts do not always appear on the 
vendors’ original invoices. Frequently, 
such discounts will be discovered only by 
means of the examination of the paid 
check. Also, particular care must be exer- 
cised in the proper treatment of transpor- 
tation charges applicable to such purchased 
materials. In some instances these charges 
constitute a proper addition to the cost of 
material, whereas in others, of course, such 
charges will be appropriate debits to the 
vendor’s account, this depending, of course, 
upon the terms and provisions set forth in 
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the authorization letters. Working papers 
must be prepared in order that periodic re- 
ports may be made and also to establisha 
history of the cost-inspection procedure for 
reference at any future time when required 
for review. Similar working papers must be 
set up for stores materials issued and 
charged to Navy cost involving reference 
to vendors’ invoices for the receipt of such 
materials in stores and a comparison of 
unit prices on stores requisitions with re- 
cent unit costs. Allowances for ordinary 
handling charges, if appropriate, may be 
permitted, but only to the extent that such 
charges are supported by actual cost. Sub- 
contractors’ invoices must be examined 
and checked most carefully with the pro- 
visions set forth in the subcontract. In 
some instances it becomes necessary to 
audit the costs of the subcontractor in or- 
der to ascertain whether the full amount of 
his invoice can be allowed and passed for 
reimbursement to the prime contractor. In 
addition to the audit of materials men- 
tioned it is necessary also to obtain in each 
case an approval from the technical in- 
spector (senior officer member of the cost- 
inspection board), in the form of a certifi- 
cate as to the reasonableness of quantity, 
necessity, quality, and conformity. This 
certification must also be obtained in the 
case of all travel expenses which may be 
charged against Navy cost. 

Probably the most difficult phase of cost- 
inspection procedure centers around the 
application of shop overhead and general 
and administrative expenses. In these 
cases due consideration must be given to 
the established cost-accounting practice of 
the contractor, and if it is reasonable and 
consistent, normally exception will not be 
taken, even though other methods of dis- 
tribution might be considered to be better. 
Here again, the natural expenses entering 
into factory overhead and into general and 
administrative expenses must be examined 
carefully to insure against any excessive 
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charges. Probably from the government’s 
standpoint such expense as can be identi- 
fied with and traced to actual cash dis- 
bursements will not be questioned further 
unless on the basis of principle. There are, 
however, many elements of cost which 
must be eliminated. A partial list of such 
unallowable items is as follows: 


Interest on invested capital 

Entertainment expenses 

Dues and memberships other than of regular 
trade associations 

Donations 

Losses on other contracts 

Profits or losses from sales or exchanges of 
capital assets 

Extraordinary expenses due to strikes or lock- 
outs 

Fines and penalties 

Amortization of unrealized appreciation of 
value of assets 

Expenses, maintenance, and depreciation of ex- 
cess facilities vacated or abandoned, or not 
adaptable for future use in performing con- 
tract or subcontracts (including idle land 
and building, idle parts of a building and ex- 
cess machinery and equipment) 

Increases in reserve accounts for contingencies, 
repairs, compensation insurance 

Federal and State income and excess-profits 
taxes and surtaxes 

Interest incurred or earned 

Bond discount or finance charges 

Premiums on officers’ life insurance 

Legal and accounting fees in connection with 
reorganization, security issues, capital stock 
issues, and the prosecution of claims vs. the 
United States (including income tax mat- 
ters) 

Taxes and expenses on issues and transfers of 
capital stock 

Losses on investments 

Bad debts 

Expenses of collection and exchange 

Amount of excess profits repayable to the 
United States 

Salary in excess of $25,000 per annum per 
person 

More than 10% bonus to employees—and 
never over $300 per employee, and bonuses 
to officers (production bonuses allowed) 

Penalties for late completion of contract 
(shown as deduction from selling price) 

Sales discounts 
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In general, Treasury Decision 5000 gov- 
erns the cost-inspection procedure and it 
must be the basis for the acceptance and 
disallowance of cost. 

The cost audit is continuous in most in- 
stances and in many cases monthly in- 
voices will be prepared by the contractor 
for reimbursement by the Government. 
Such reimbursement is predicated upon 
the cost reports rendered by the cost-in- 
spection board and reimbursement is lim- 
ited to costs certified by the cost inspector 
and approved by the senior member of the 
Compensation Board and the chief of the 
Bureau of Ships, or the chief of the Bureau 
of Supplies and Accounts, in Washington. 
Complete audit reports are, therefore, re- 
quired with each payment voucher sub- 
mitted, setting forth in detail the various 
elements of cost as shown by the contrac- 
tor’s records and the exceptions or suspen- 
sions or disallowances made by the cost 
inspector thereagainst, and the resulting 
balance approved as true cost. There will 
also be shown the original estimated cost 
as established at the time the contract 
was negotiated. This information must be 
furnished for each item of the contract be- 
cause when the contract is completed, in 
the case of plant facilities, each item must 
be accounted for on property cards showing 
the total allowed cost together with other 
usual property data for purposes of identi- 
fication, etc. 


DUTIES AND RESPONSIBILITIES OF A 
NAVY COST INSPECTOR 


The Navy cost inspector is the official 
field representative of the Compensation 
Board or the Bureau of Supplies and Ac- 
counts in all matters pertaining to audit 
examination and verification of the con- 
tractor’s costs which are to become the 
basis for reimbursement by the Govern- 
ment and his decisions are subject to re- 
view and possible revision by these bodies. 
As such, he must maintain contact with 
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the contractor’s chief accounting officer 
and other executives and familiarize him- 
self thoroughly with the accounting meth- 
ods and procedures which are employed. 
He must accept full responsibility for the 
accurate and comprehensive compilation 
of the facts on which decisions as to the 
propriety of charges to Navy contracts are 
to be based. In a large contract covering 
installation of machines, erection of build- 
ings, and construction of special facilities 
which may be spread over a wide and ex- 
tensive area, it becomes necessary to ac- 
complish results and fulfill these responsi- 
bilities through the organization of an ade- 
quate force of intelligent, trained, experi- 
enced, and loyal Government employees. 
These must be selected after obtaining the 
necessary authority from the Secretary of 
the Navy for establishment of each posi- 
tion, and appointments must be made un- 
der the rules and regulations of United 
States Civil Service Commission and of the 
Navy Department. The positions most 
common in a cost-inspection office are 
Principal Accountant, Accountant, Junior 
Accountant, Senior Accounting Clerk, Ac- 
counting Clerk, Senior Labor and Material 
Checker, Labor and Material Checker, and 
Stenographer, Typist and Clerk. In the es- 
tablishment of a new office for cost inspec- 
tion, the audit program and procedure 
must be developed (such program and pro- 
cedure must facilitate speedy results as 
well as accuracy); personnel must be se- 
lected, appointed, and instructed in their 
respective duties; necessary equipment 
and supplies must be obtained in the cus- 
tomary manner prescribed for the Navy; 
periodic reports must be made relative to 
personnel, requirements for supplies, ex- 
penditures for payroll and services, prog- 
ress of work under each Navy contract, 
and other matters; and the performance of 
audit procedure must be kept current in 
order that as the work progresses and the 
contractor makes requests for periodic re- 


imbursement the necessary interim audit 
reports and certifications may be promptly 
prepared and forwarded to the Compensa- 
tion Board or to the Bureau of Supplies 
and Accounts in Washington. Each item of 
cost, concerning which a question of pro- 
priety has been raised, must be brought to 
the attention of the contractor’s account- 
ing officer and if possible agreement or ad- 
justment accomplished, thus minimizing 
the extent of controversy or disagreement 
remaining open as the contract work ap- 
proaches completion. It is obvious that a 
good cost inspector and fair and reasonable 
contractor will be able immediately to 
properly agree upon or adjust many ques- 
tions which need not become the subject 
of extended and complicated consider- 
ation long after the incurrence of costs in- 
volved. 

In conclusion, it may be of interest to 
members of this association that the writer 
has made a number of appointments of col- 
lege graduates who have had training in 
accounting, but have had limited or almost 
no experience. These have, of course, been 
in the lower grades under civil-service 
classifications. The results produced by 
such appointees have been extremely grati- 
fying. In the opinion of the writer, there is 
neither a basis nor justification for any ad- 
verse criticism or reservation concerning 
the adequacy of the training, the capacity, 
the devotion to duty, the loyalty, or the 
general adaptability of these appointees. It 
is believed that many employers of college 
graduates who insist upon the “top ten or 
fifteen per cent” of a senior class are over- 
looking many fine opportunities for obtain- 
ing capable, loyal, and efficient workers. It 
must not be overlooked, however, that the 
excellent results observed in the experi- 
ences mentioned above may be attributed 
in part to a capable and trained technical 
principal accountant and accountant, thus 
affording excellent supervision and direc- 
tion of the less experienced personnel. 
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have usually devoted at least one 

session to some problem of teaching. 
At a Chicago meeting in 1926 one session 
was a roundtable on examinations in ele- 
mentary accounting and the interest dis- 
played in that program suggested that 
further discussion of the same topic would 
be welcomed. This session is therefore de- 
voted to the subject of examinations but 
will consider examinations at the different 
levels: elementary accounting, advanced 
accounting, and the postgraduate C.P.A. 
examinations. 

At the Chicago meeting considerable in- 
terest was disclosed in the subject of objec- 
tive examinations in elementary account- 
ing, and it seemed at that time that the 
department at Minnesota had gone farther 
than most departments in the use of such 

; examinations. President Chamberlain has 
therefore asked me to have a member of 
our staff present some materials which we 
have developed in that form. A good many 
instructors still feel skeptical about the 
adaptability of this form to the field of ac- 
counting and it is hoped that this discus- 
sion will give some idea of the various 
types of questions which may be used and 
how the usual criticisms against this form 
may be eliminated. Objective questions are 
more difficult to prepare than problems 
and it takes a number of years of experi- 
mentation and improvement to obtain sat- 
isfactory questions and to remove flaws 
which necessarily appear in first attempts 
in this direction. We have been using this 

4 form in an increasing degree for the past 

F ten years and feel that our techniques have 

. been greatly improved and ‘that almost all 

materials of the elementary course can be 
covered in the objective form. 


PREVIOUS annual ‘meetings (we 


ROUNDTABLE ON EXAMINATIONS IN 
ACCOUNTING 


OPENING REMARKS BY E. A. HEILMAN 


I have asked Mr. Ray C. Dein of our 
department to discuss this topic because he 
came to our department four years ago 
from the University of Nebraska where he 
had not used these examinations and was 
naturally, therefore, somewhat skeptical of 
their success. 

Professor Burton of Buffalo University 
has been asked to discuss some of the ex- 
amination techniques which are usable in 
advanced accounting courses. This is 
rather a broad assignment, considering the 
variety of such courses, but it is hoped that 
he can give from his own experience some 
suggestions which will be of aid to all of us 
in improving and varying our techniques. 
I am afraid that all of us tend to develop 
our own patterns of examinations and to 
use the same type of question in most ex- 
aminations. The techniques used by others 
should be of direct interest to all of us in 
improving and varying our own tests. 

Mr. John H. Zebley, Jr., chairman of the 
examination committee of the American 
Institute, will discuss the objectives of the 
Institute examinations and the procedures 
used to prepare them. As teachers we have 
a threefold interest in them. First, a con- 
siderable number have successfully passed 
one of the examinations and are still inter- 
ested in knowing whether their success was 
accidental or whether they had made ade- 
quate preparation. Second, a good many 
of the younger men are undoubtedly plan- 
ning on taking such an examination in the 
near future and would appreciate having 
some better idea of the fields in which they 
should be prepared. Third, we are prepar- 
ing hundreds of young men who will be 
sitting for the examination in the near 
future and are anxious to have them as 
well prepared as we can make them. If 
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there are gaps in the materials and tech- 
niques we are teaching them or if impor- 
tant topics are entirely neglected, we 
should like to know what these are so that 
our offerings may be improved. If there are 
any definite shortcomings of these students 
which we can remedy, we shall be very 
glad to know what these are and to modify 
our methods of instruction to overcome the 
faults. I think it can be said of all of us 
that we are not so much interested in what 
could be put into the coaching course as in 
making changes at the proper places in the 


curriculum to meet the situation. The 
coaching course will then not be the place 
to introduce new materials but a place of 
review, of summary, of reinforcement of 
previous knowledge gained, and of training 
in proper economy of time and effort under 
examination conditions. We will therefore 
be very grateful for any suggestions that 
will come from Mr. Zebley’s paper as to 
ways in which our work may be made a 
more adequate preparation for these ex- 
aminations. 


OBJECTIVE EXAMINATIONS IN 
ELEMENTARY ACCOUNTING 


R. C. Den 


ing is a subject on which a good 

many people seem to have very 
definite and adverse, opinions. Perhaps the 
objective examination is usually thought 
of as consisting of a more or less formal list 
of true-or-false questions; and when the 
material of an accounting course does not 
seem to be particularly well adapted to this 
type of question, the conclusion is easily 
reached that the objective examination has 
little place in accounting. The object of 
this paper is, among other things, to sug- 
gest some of the possible forms that the 
objective examination in accounting may 
take in order to cure the difficulties of the 
true-or-false question. It may be that with 
adequate variety in our testing devices the 
objective examination may appear feasible 
a testing device, if not positively desir- 

e. 

An objective test in accounting has been 
defined as a “‘test designed to cover a large 
amount of material, to have a large num- 
ber of questions requiring very brief an- 
swers, the answers to each unit being the 
same for every student who answers the 


(iis examinations in account- 


questions correctly.”! Let us use this 
definition as our point of departure in 
indicating what are the essential charac- 
teristics of the accounting test cast in the 
objective form. 

First, the objective test is said to be a 
test designed to cover a large amount of 
material. Actually this must mean that the 
test cast in the objective mold confronts 
the student with a larger variety of topics 
and questions in any given examination 
period than does either the problem form 
or the “define-describe-discuss” form of 
examination. Isn’t it true, for instance, 
that most of the so-called problem ex- 
aminations in elementary accounting re- 
quire the proper fashioning of exhibits or 
the proper display of a series of entries 
usually more or less repetitious? Such work 
generally requires not only a good deal of 
writing but typically also a not inconsider- 
able amount of arithmetical calculation. 
The suggestion thus appears reasonable 
that perhaps the examination period, 
limited as it usually is, could be better uti- 


1 Carmichael, AccounTING REvIEw, Sep- 
tember, 103), p. 315. 
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lized if the amount of writing and calcula- 
tion were minimized. Certainly the writing 
and the calculation we frequently require 
incidental to the solution of a problem is 
obtained by neglecting entirely to test 
upon certain topics whose importance was 
at least great enough to warrant considera- 
ation during the course of the term. The 
objective test proceeds on the assumption 
that the examination period is not the time 
to test a student’s ability to foot up cor- 
rectly a column of figures nor the place to 
test the student’s knowledge of accepted 
accounting statement display technique. 
A not inconsiderable advantage of the ob- 
jective examination lies in the fact that the 
marker of the examination is frequently 
spared the embarrassing problem of deter- 
mining how wrong a form is, how wrong a 
poor addition makes a solution, or even 
how serious is the lack of consistency be- 
tween two statements, which lack of con- 
sistency has occurred because an error has 
been made in a calculation. 

In the second place, the objective test is 
said “to have a large number of questions 
requiring very brief answers.” It has al- 
ready been indicated that the objective 
test is understood to contain questions 
covering a large number of topics, and that 
the questions are so designed as to mini- 
mize the amount of pencil work done in the 
answers. To say simply, however, that the 
answers are brief does not seem adequate, 
for it is not brevity of answer which stamps 
a test an objective test. Rather, in an ob- 
jective test, the answer is either in terms of 
a code set up in the problem, or it is in 
terms of numbers appropriately calculated 
but not described. Therefore, the correct 
answer is indicated not by student expres- 
sion of the appropriate idea but rather by 
the conformance of the answer with a pre- 
viously arranged code or number system. 
It is in this sense that it is correct to say 
that “the answers to each unit are the 
same for every student who answers the 
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question correctly.” Essentially, it may be 
emphasized, the student’s time is utilized 
in a manner rather different when he takes 
an objective examination from the way his 
time is used when he takes some other sort 
of an examination. He writes but very 
little and uses in effect shorthand symbols 
to express the appropriate conclusions. It 
is not uncommon for good students to be 
come terribly flustered in an examination 
because they had inadvertently miscopied 
a figure in an original trial balance, which 
error could not be located under the stress 
of examination. It might be urged that the 
objective examination reduces the influ- 
ence of certain such extraneous circum- 
stances upon a student’s mark on an exam- 
ination. Finally, since conformance to the 
code is the test of correctness, the objective 
examination leaves no place for the exer- 
cise of judgment by the marker. The mark- 
ing of the examination is therefore uni- 
form. 

A cardinal principle of good test con- 
struction is that one should avoid so far as 
possible the cumulation of errors in the 
solution which the student offers. This 
tendency for errors to cumulate in the solu- 
tion is one of the most serious drawbacks 
to the popular problem type of question. 
It is usually true that our problems are so 
contrived that the correct solution is fairly 
easy mathematically; but if the problem 
has any sorting power among students 
then it must be expected that students will 
make errors at any stage of the solution. 
Careful and exact grading of such a batch 
of papers requires a reader who has the 
loudly extolled virtues of both Job and 
Solomon. Moreover, due to a lack of con- 
sistency in the solution at various points, 
the good student frequently recognizes 
that an error has been made and he may be 
tempted to go back and ferret out me 
chanical errors, thereby using time that he 
can ill afford to use in that way. The solu- 
tion of the objective examination to this 
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general question is a quite simple one. 
The cumulative question is totally un- 
manageable when cast in the objective 
form. The net result is that the objective 
examination is likely to cause a question 
of the non-cumulative type to be substi- 
tuted. The resulting marks can certainly 
be given more accurately, and the marks 
are more comparable. 

When I urge that the objective examina- 
tion makes it possible to embrace a larger 
variety of questions within an examination 
than do other forms of examination, that 
it makes it possible to choose answers ac- 
cording to a code and so achieve standardi- 
zation of answer, and that it tends to re- 
duce the degree to which errors cumulate 
in solutions, I must not be understood as 
implying that the objective type of ques- 
tion can be made to serve every need in an 
accounting examination. It may be that 
the instructor desires to test his students 
on their knowledge of statement forms and 
devices, or their ability to display certain 
procedures reasonably accurately, or their 
ability to express themselves clearly and 
forcefully in good English, or even to 
record transactions neatly and legibly in 
journal or ledger. It is evident that the 
objective examination cannot test such 
things. Admittedly, we at Minnesota do 
not rely entirely on the objective type of 
question as the means by which we ex- 
amine our students on every topic that we 
cover. Objective questions on such topics 
as interest calculations, analyses of sur- 
plus changes, and bank reconciliations 
seem to have no advantage over the prob- 
lem type of question. In fact, in certain 
cases it seems that the non-cumulative 
problem question really reduces to the 
same thing as the objective question. 

The objective examination in elemen- 
tary accounting courses at Minnesota 
sprang out of the needs of the department 
some years ago. The enrollment in elemen- 
tary accounting normally totals about 700 
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students per quarter throughout each of 
the three quarters of the elementary ac- 
counting course. Typically a student is 
registered under three different instructors 
during this year, and then studies under at 
least one other instructor when finally he 
fulfills the senior college accounting course 
requirements. This fluidity of students be- 
tween instructors suggested that there 
ought to be uniformity in grading among 
the various sections, and uniformity in at- 
tainment on the part of the student if sat- 
isfactory progress were to be made from 
one course to the other. This in turn sug- 
gested (1) that the final examination could 
well be a departmental examination with 
uniformity in grading, and (2) that the 
final examination should cover rather fully 
practically every topic covered in the 
course. The objective examination has 
seemed to meet these exigencies rather 
well. 

' It is a comparatively easy matter to de- 
vise a test of some sort which will examine 
a student on such matters as his ability to 
journalize transactions or to construct cer- 
tain statements, or to reproduce certain 
procedures. But in the course of the de- 
velopment of these various topics it is 
likely that we have spend considerable 
time in laying down general principles—we 
make generalizations on how and why we 
handle things the way we do. But on all of 
this there is scarcely any attempt to test 
the student’s knowledge in any way other 
than to set up situations which seem to 
illustrate the point we have in mind. An 
alternative would be to devise a “define- 
describe-discuss” question, but the num- 
ber of such questions that can be ex- 
pounded on during any examination period 
is limited, to say nothing of the fact that 
at the elementary level it is doubtful if the 
student has enough background to carry 
on adequately such a discussion. As a 
colleague at a neighboring university ex- 
presses it, “Essay type questions are apt to 
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secure fuzzy answers, rather than clear-cut 
ones.” At Minnesota we attempt to ex- 
amine our students on matters of this sort 
in what we frequently dub the “General 
Theory” part of our examination. Exhibit 
I contains a sample of the questions we use 
for this purpose, and the final examination 
will contain anywhere from 40 to 100 such 
statements which must be analyzed fairly 
discriminatingly. You will note that this 
type of question is a combination of the 
true-false and multiple choice varieties. 
Since there is an indefinite number of right 
or wrong answers in every bracket every 
alternative must be carefully analyzed. 
With a proper selection of alternative 
statements, each statement can be made to 
bring out some rather definite point which 
will justify the careful analysis probably 
required. It might even be asserted that 
certain things can be examined in this way 
that can be gotten at in no other way. For 
instance the matter covered in the second 
question is very difficult to cover in any 
other way and it would probably be true 
that students who answer questions 5 and 
6 correctly have a very good grasp of ele- 
mentary accounting. Through the exercise 
of proper care, with this type of question 
one can avoid the criticism often made of 
this particular examination device—that 
logic and chance are better guides to cor- 
rect answers than course knowledge. 
Should one wish to examine more closely 
into a large subject he can do so by utiliz- 
ing the method illustrated by Exhibit IT. 
Though examination on the art of jour- 
nalizing lends itself rather well to the prob- 
lem type of question it is possible to cast 
such a question into the objective form by 
setting up a coding system such as has 
been designed in Exhibit III. It will be 
noted that the code is in terms of account 
classifications and the proper solution re- 
quires that the student first analyze the 
transaction into its appropriate debits and 
credits and then think of these accounts 
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set into their appropriate sections of the 
financial statements. A somewhat easier 
exercise could be created if account titles 
were substituted in the coding for the 
statement sections. Then the advantage to 
the question would come from economizing 
the time of the student in recording his 
answer and from economizing time in read- 
ing the answers. Should it occur that what 
one is most interested in is the amount as- 
sociated with certain given debits or 
credits, that matter can be examined in an 
objective manner after the fashion illus- 
trated in Exhibit IV. A good many trans- 
actions can be examined into rather com- 
pletely by this device. 

Questions on special journals and con- 
trolling accounts which have sorting power 
seem to be especially difficult to devise. 
Typically such problems seem to be either 
so vague as to make uniformity of result 
impossible or so completely specified that 
practically everyone solves them without 
difficulty. We have in the past asked stu- 
dents to classify, by means of a code, trans- 
actions such as are given in Exhibit ITI ac- 
cording to the special journals in which the 
entry would be made. Exhibit VI is one 
of the most successful questions we have 
been able to devise for purposes of testing 
the posting from special journals. A stu- 
dent who solved this problem perfectly 
would certainly have a rather good knowl- 
edge of bookkeeping principles and of the 
methods of construction of special jour- 
nals. 

When it comes to testing the student on 
his ability to carry through the whole clos- 
ing entry procedure we have not found the 
objective question particularly helpful. On 
the other hand, the ability of the student 
to execute the job correctly from the me- 
chanical point of view can be tested by an 
extension of the system used in Exhibit 
III. This method is illustrated by Exhibit 
VII. It is in connection with the ordinary 
problem test on adjusting and closing en- 
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tries that we find the greatest tendency for 
errors in solutions to accumulate. Exhibit 
VIII is an attempt to eliminate this error- 
cumulation tendency. It is to be noted that 
instead of the pre-adjusted trial balance 
being given to the student, it is the ad- 
justed trial balance which is given to him. 
He is therefore asked to work backwards to 
obtain the numbers on the pre-adjusted 
trial balance, and then to work forward by 
way of indicating what is the ultimate 
working sheet destination of each and 
every account on the adjusted trial bal- 
ance. It may be readily admitted that this 
does not test the student on every conceiv- 
able type of adjusting entry, but it is also 
doubtful if a student who can solve this 
problem would be stuck by any adjusting 
entry likely to be proposed. 

In conclusion, it may be appropriate to 
set out a warning as to the difficulties to 
be encountered in using the objective test 
as evidenced by our experience at Minne- 
sota. (1) Certain materials in the course 
can be covered very satisfactorily by prob- 
lems—and problems are usually much the 
easier of the two to devise. We do try to 
make these problems short and non-cumu- 
lative as to errors. (2) An objective exam- 
ination is difficult to construct. One 
achieves a certain facility after a time in 
setting up these examinations, but frankly 
it is safe to say that they will never be easy 
of execution nor ready of conception. It is 
a major undertaking to make up such an 
examination de novo and it is not done on 
the spur of the moment. It is therefore 
practically essential that extreme measures 
be taken to keep copies of these examina- 
tions out of fraternity files and similar 
caches. The process of making up final ex- 
aminations now consists largely of revising 
and bringing up to date questions previ- 
ously used, though each final examination 
period usually nets one or two entirely new 
questions. It ought to be added that our 
first objective examinations were exceed- 
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ingly crude when judged by present stand- 
ards. (3) One has to be very careful in 
his statements that the question is not 
misinterpreted because of the way the 
statements are made. A misunderstood 
statement will probably produce a result 
identical with that which would be pro- 
duced by incorrect knowledge on the part 
of the student. Questions which look good 
sometimes turn out quite badly also. Much 
of this hazard can be eliminated if the staff 
members will make a solution of the ex- 
amination before it is given to the class. (4) 
The success of this examination depends, 
from the student standpoint, upon a care- 
ful and adequate reading of the directions, 
and compliance therewith. The problem 
examination emphasizes usually form of 
statement and orderly procedure; and the 
“d-type” examination tends to emphasize 
an ability to organize material and present 
an idea in good English. It may be that the 
ideal examination should be a composite of 
all three types of question. (5) What the 
student has to do in his examination may 
not resemble very closely, if at all, what he 
would have to do if he were meeting an 
actual accounting situation. For instance, 
as in Exhibit VIII no one would ever have 
to work back from the adjusted trial bal- 
ance to the pre-adjusted trial balance in 
the way it is done here. In other words, we 
must justify some of the devices on the 
ground that what we are testing is student 
accomplishment and student understand- 
ing. The examination period is not the 
learning period. 

In spite of these drawbacks to the ob- 
jective examination, we find that we ask 
our students to earn from 70% to 90% of 
the total points on the examination from 
questions cast in the objective mold. The 
primary considerations which cause the 
objective examination to be retained at 
Minnesota are the comprehensiveness with 
which course content can be covered, the 
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great volume of papers read, and the 
greater comparability of the grades which 
results. 


ILLUSTRATION OF OBJECTIVE 
EXAMINATION 


I. GENERAL THEORY 


Indicate by (+) the completion answers which 
are correct, and by (—) the completion answers 
which are wrong. The answers for any particular 
question may vary from all wrong to all right. 
A deduction of one point will be made for each 
error or omission. 

1. Expense and revenue accounts are: 

( ) designed to show the amount of increases 
in assets and of decreases in assets that 
are a result of operations. 

( ) designed to give information as to how 
the change in proprietorship came 
about. 

( ) kept in subsidiary ledgers. 

( ) all those accounts which need to be ad- 
justed. 

2. The bookkeeper should: 

( ) record whatever it is necessary to do in 
order to buy assets, pay bills, get the 
truck repaired, etc. 

( ) record separately the complete effect of 
each transaction in assets and liability 
accounts and in the proprietor’s capital 
account, 

( ) debit expense accounts whenever ex- 
penditures are made but nothing of 
value is obtained. 

( ) credit revenue accounts for the amount of 
assets received when a sale is made. 

( ) debit asset accounts whenever things of 
value are purchased. 

3. The profit for the year would be understated if 
adjusting entries were not made for: 

( ) accrued wages payable. 

) the final inventory. 

( ) interest accrued on notes receivable. 

( ) commissions received in advance. 

4. The purpose of the closing entries is: 

(" ) to facilitate posting and taking the trial 

balance. 

( ) to balance up the suspense accounts so 
that they may be used to accumulate 
only the costs or revenues of the future. 

( ) to transfer the net result of the period 
from the expense and revenue accounts 
to the capital account. 

5. An error of $100 in adding a one-column jour- 


nal for merchandise purchased on account js 
not discovered. The error: 

( ) will not affect the Net Worth section of 
the balance sheet. 

( ) will not affect the equality of the debits 
and credits in the trial balance. 

( ) will not affect the statement of net profit 
for the period. 

( ) should have been discovered when the 
subsidiary accounts payable ledger is 
compared with the controlling account. 

( ) should have been discovered when the 
purchases account was listed on the 
trial balance. 

6. Assuming an adequate allowance for bad debts, 
the writing off of an uncollectible account: 

( ) will reduce the total current asset figure 
as presented in the balance sheet. 

( ) will increase the total current asset figure 
as presented in the balance sheet. 

( ) leave the total current asset figure un- 
changed on the balance sheet. 

( ) reduce both total assets and total 
equities. 

7. An outstanding bond issue, originally disposed 
of at a premium still has five years to 


run: 

( ) This bond issue adds a smaller amount to 
the fixed liability total with each suc- 
ceeding balance sheet date. 

( ) Any accrued interest payable on this 
bond issue at any balance sheet date is 
shown as an adjunct to the Bond Ac- 
count on the balance sheet. 

( ) The interest cost charge on the profit and 
loss statement becomes progressively 
smaller as the bonds approach ma- 
turity. 

( ) The Accrued Interest Payable on these 
bonds becomes progressively smaller on 
each successive balance sheet date. 


X. Depreciation Metuops (11) 


Indicate to which of the following methods of 
accounting for depreciation the statements below 
most clearly apply: 
1. Output 
2. Straight-line 
3. Replacement method 
4. Fixed percentage of diminishing value 
5. Combined depreciation and repair reserve 
method 
6. None of these methods 
—— Of the methods listed above, this method 
results in the greatest book valuation of 
the asset. 


a 
Abo 
bo 
| spac 
belo 
. 
Exa 
R 
a 
3, 
4. 
6. 
9 
1 
12. 
‘4. 
16. 
17 
19 
— 


Objective Examinations in Elementary Accounting 


— By this method the charge to depreciation 
steadily increases over the life of the asset. 

—— This method is not appropriate when all of 
the assets of the concern are new. 

— By this method the book value of an asset 
may be increased at certain times during 
its life. 

— It is the method most likely to result in a 
constant depreciation charge per unit of 
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never be larger than the plant account. 

—— The cost of the asset is charged to expense 
at the time of its retirement. 

—— This method gives the theoretically correct 
depreciation debit. 

—— This method equalizes repair charges. 

—— This method is advantageous when a 
“blanket rate” for depreciation is used. 

—— This method makes use of a rate of interest 


product. in the calculation. 
— By this method the allowance (reserve) can 
Section VI 
Current Transactions 
(42 points) 
. Current Assets 10. Net Worth 
. Contra to Current Assets 11. Sales 
. Deferred Charges 12. Sales Deduction 
Fixed Assets 13. Cost of Goods Sold 
. Contra to Fixed Assets 14. Selling Expenses 


. Current Liabilities 

. Contra to Current Liabilities 
. Fixed Liabilities 

. Deferred Income 


15. Delivery Expenses 

16. Administrative Expenses 
17. Non-Operating Income 
18. Non-Operating Expense 


Above are listed the main sections of the Balance Sheet and the Profit and Loss Statement. In the 
spaces provided, indicate the sections of the statements affected by each of the transactions given 


below. 
Dr | Cr 
Example: Merchandise is returned by a customer. The entry would be a debit to “Sales 
Returns” which is shown on the Profit and Loss Statement as a deduction from ‘‘Sale’’ 
and a credit to ‘“‘Accounts Receivable” which is a Current Asset. 11} 1 


. Paid cash for installing shelves in store. 
. The interest on the mortgage is paid. 
. Cash is withdrawn by the proprietor. 


. Freight on office equipment is paid. 


. Freight on merchandise is paid. 


wn 


for the discounted value. 


. Purchased fixtures on account. 
. Paid this bill, taking the discount. 


woonnnm 


. An uncollectible account is written off the books. 

Our own note payable is discounted at the bank. 

. Insurance premiums for a three year period are paid in advance. 

. A creditor’s account (for merchandise) is paid within the discount period. 
. An overcharge is refunded to a cash customer. 

. Wages are paid to three boys for distributing hand bills. 

. Rent on a building held for investment is received. 


. A note which the firm discounted at the bank is paid by the maker. 
. The firm receives a non-interest bearing note from a customer, and gives him credit 


. A check is drawn to set up a petty cash fund. 
. The petty cash fund is reimbursed for disbursements for administrative expenses. 


. The bank statement shows a deduction for bank service charges. 


| 

} 
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. Current Assets 

. Contra-Current Assets 
. Fixed Assets, Tangible 
. Contra-Fixed Assets 

. Intangibles 

. Funds and Investments 
. Current Liabilities 
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II. Journat Entries (60) 
Contra-Current Liabilities 
Fixed Liabilities 
Contra-Fixed Liabilities 
Paid-in Capital 
Contra-Paid-in Capital 
Capital Surplus 
Unappropriated Surplus 


. Appropriated Surplus 

. Revenue from Sales 

. Contra-Sales 

. Cost of Goods Sold 

. Operating Expenses 

. Non-Current Exp. or Inc. 

Non-Current; Non-Recurring 


Above is listed a classification of accounts. Indicate the classification of each account that should be 
debited or credited to record the transactions given below. In some transactions two or more debits 
or credits are required. In all stock transactions, assume $100 par value. 


TRANSACTIONS 


Dr. Cr. 


EXAMPLE: MERCHANDISE IS SOLD TO A CUSTOMER, TERMS CASH AND NOTE 1 16 


Common stock is subscribed at less than par value 


Stock is issued to promoters in payment of services 


Merchandise and equipment are received in part payment of a subscription 


A partially paid subscription is defaulted. The subscription is cancelled, and the 


amount paid is forfeited 


Subscribed stock is issued 


Stock originally sold at 102 is received as a donation 


The donated stock mentioned above is sold at 90 


Stock originally sold at 95 is repurchased at 98 


A reserve is set up because of this purchase 


The stock repurchased above at 98 is now sold at 102 


After the above transaction takes place, the reserve is adjusted 


Customers pay their accounts and take the discounts offered 


A reserve for additional sales discounts to be taken is set up 


Bonds (par value $1000) are sold for $950 


Interest earned on sinking fund securities is added to the fund 


The periodic deposit is made to the sinking fund 


A reserve for building extensions is set up 


Securities in the sinking fund are sold at a profit. The bonds outstanding are re- 
tired out of the proceeds, and the excess cash is deposited in the regular checking 


account 


The sinking fund reserve is cancelled 


An entry is made to correct the understatement of depreciation of previous years 
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II. CorPoRATION Prosiem (45) 


Post-Closing Trial Balance of the R. B. Corporation 
December 31, 1939 


Miscellaneous Assets $694,000 Bonds Payable $200 ,000 
Treasury Stock 50,000 Capital Stock (Par 100) 450,000 
Discount on Stock 36,000 Earned Surplus 40,000 
Discount on Bonds 20,000 Reserve for Depreciation 45,000 
Sinking Fund 50,000 Reserve for Sink. Fund 50,000 
Reserve for Property Tax 30,000 

Reserve for Income Tax 10,000 

Reserve for Contingencies 15,000 

Reserve for Building Fund 10,000 

$850,000 $850,000 


Below set up a balance sheet for your own information. From it answer the questions on the follow- 
ing page. 
The questions following are NOT CUMULATIVE. For your answers return to the original balance sheet 
which you set up on the preceding page. 


Points 

1. The net worth of the R. B. Corporation is —— 
2. The book value per share is | eee 
3. A 50% stock dividend would increase the number of outstanding shares to: a 
4. If the bond rate is 4% and the yield is 5% annually: 

a. The next annual cash payment for bond interest will be 6... 

b. The effective interest cost the next year will be — oa 

c. The net liability on bonds will then be a 
5. If the stock discount is written off the net worth will amount to: Cn ncittimnmeonsiigy 
6. After an entry increasing the Sinking Fund Reserve to $80,000 has been made, the 

book value of the stock will be: $f) 
7. After an entry recording the establishing of a Depreciation Fund of $10,000 has 

been made, the net worth will be: : 
8. If an entry were made now increasing the Reserve for Depreciation by $10,000, the 

net worth would be , 
9, If 250 shares of stock were repurchased @ 90: 

a. The Capital Stock issued would then be: aS 

b. The Paid-In Capital would be: 

POSTING FROM SPECIAL JOURNALS TO GENERAL AND SuBSIDIARY LEDGERs (25) 
The following information has been taken from the journals of the Knox Company: 
Sales Journal Purchase Journal 
Sales on account: Merchandise bought on account: 

White $2,330 Smith $4,000 

Black 1,160 Jones 2,100 

Green 3,320 

White 2,190 Total on account $6,100 


Total on account $ 9,000 
Cash Sales 3,000 
Total Sales $12,000 
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Cash Receipts Journal 
Cash 
Discounts by customers 


Received on account: 
White 
Green 


White 


Cash Sales 
Sundry items: 
Rent 
Notes 


Directions: 
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Cash Disbursements Journal 
Cash 


$ 7,715 


Discount on Notes Payable 


520 
5 


Discounts 

Paid on account: 
Smith 
Jones 


Cash Purchases 
Freight-in 
General Expenses 
Sundry items: 
Interest 
Returned merchandise 


Post to the ledger accounts set up on the opposite page. Where the names of the accounts are not 
properly designated, complete the account names by filling in the parentheses. 
In the spaces below, give proof of the subsidiary ledgers. 


Ledger Ledger 
GENERAL LEDGER 
CasH CAPITAL Accts. REc’BLE Accts. PAYABLE 
750 750 
Notes ( ) SALES PURCHASES FREIGHT-IN 
( ) Discounts ( ) Discounts ( ) RETURNS REnt ( ) 


Gi 


for 


$6,900 

350 

900 

$ 

900 5,800 

4,500 200 

3,000 100 

240 40 

age 
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GENERAL Exp. INTEREST ( )  Discr. on Notes Pay 


Ledger Ledger 


Section V (30 points) 
Given the following account titles: 


1. Inventory Ending 13. Freight In 

2. Office Supplies Inventory 14. Office Supplies Expense 

3. Allowance for Bad Debts 15. Wages 

4. Prepaid Advertising 16. Advertising Expense 

5. Accrued Interest Payable 17. Delivery Expense 

6. Accrued Wages Payable 18. Bad Debts 

7. Deferred Rental Income 19. Rental Income 

8. John Doe, Capital 20. Interest Income 

9. Sales 21. Interest Expense 
10. Sales Returns 22. Expense and Revenue Summary 
11. Purchases 23. Net Revenue Summary 


12. Purchases Discounts 


In the blank spaces provided indicate the number of the accounts which should be debited and credited 
for the following adjusting and closing entries at the end of a financial period. 
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Dr | Cr 
EXAMPLE: 
Bad debts are estimated at 2% of Accounts Receivable outstanding. 18 | 3 
1. Close the Purchases Discount account. 
2. Close the Bad Debts account. 
3. Make the necessary adjustment to show wages owed to employees but payable in the 
next fiscal period. 
4. Accrue the interest on a note payable—the note falling due in the next period. 
5. Office supplies purchased during this period were charged to Office Expense. Adjust 
to show office supplies on hand at end of period. 
6. Close the Advertising Account. 
7. Defer Rental Income received in advance. 
8. Close the Freight In account. 
9. Close the Sales account. 
10. Advertising materials debited to Prepaid Advertising when purchased have been used. 
11. Close the Interest Income account. 
12. Close the Expense and Revenue Summary account assuming an operating profit. 
13. Close the Net Revenue Summary account assuming a net loss. 
14. Set up the ending inventory. 
15. Close the Sales Return account. 
Work SHEET (50) 
(See next page for instructions) 
(a) (b) (c) (d) 
Pre-Adjusted | Adjusted | Distribution 
* Account Trial Bal. Trial Bal. of Items Reversal 
Accounts APPEARING IN PRE-ADJUSTED 
TRIAL BALANCE 
1. Office Supplies Expense 155 125 1 x 
2. Pre-paid Insurance 300 
3. Clerk’s Wages 1,100 
4. Allowance for Depreciation 800 
5. Allowance for Bad Debts 150 
6. Interest Income 75 
7. Interest Cost 100 
8. J. Jones, Capital 10,000 
9. J. Jones, Drawings (Dr.) 2,500 
10. Rental Income 720 
. Sales Discounts 
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12. Purchase Returns 35 
13, Mase. Invy. Jan. 1, 1937 4,000 
Accounrs ADDED IN THE ADJUSTING 
PROCESS: 

14, Insurance Expense 100 
15. Office Supplies Inventory 30 x 
16. Salaries Accrued Payable 50 
17. Depreciation 200 
18. Estimated Bad Debts 125 
19. Accrued Interest Receivable 15 
20. Accrued Interest Payable 20 
21. Deferred Rent Income 80 
22. Mdse. Invy. Dec. 31, 1937 (Dr.) 3,500 
23. Mdse. Invy. Dec. 31, 1937 (Cr.) 3,500 


INSTRUCTIONS ON THE WoRK SHEET QUESTION 


On the preceding page are shown the accounts and figures found in the ApjustED TRIAL BALANCE 
Cotumns of a work sheet dated December 31, 1937. Accounts 1-13 appeared in the PrE-ADJUSTED 
TRIAL BALANCE, and accounts 14-23 were added in the adjusting process. 


Note: You May Tear Out Tuts SHEET TO SAVE TURNING PAGES. 


I. In column (a) insert the figures which must have appeared in the PrRE-ADJUSTED TRIAL BALANCE. 
For example, Office Supplies Expense must have been $155 before the adjustment shown in account 
#15. 


II. In column (c) indicate by code number the column of the work sheet to which each item in the 
adjusted trial balance column should be distributed, using the following code: 
1. Profit & Loss debit 
2. Profit & Loss credit 


3. Balance Sheet debit 
4. Balance Sheet credit 


For EXAMPLE: Office Expense is a debit in the Profit and Loss column; hence, insert code 
number 1. 


Ill. In column (d) place an X opposite each account which may be affected by a reversal entry. 


For Exampte: Since the adjustment setting up Supplies Inventory may be reversed, place 
an X in column (d) opposite accounts #2 and #15. 


— 
. 


in the title identified with this dis- 
cussion. The first is that there is 
more than one method of ascertaining the 
degree to which a student has profited 
from his exposure to specific educational 
opportunities; the second concerns levels 
of knowledge in the field of accounting. 
Intelligent consideration of the variety 
of techniques available for the purpose of 
testing a person’s understanding of a sub- 
ject presupposes agreement with respect to 
the nature of the accomplishment ex- 
pected from its study. Since it is our pur- 
pose to review the methods which may be 
used to examine students in courses in 
advanced accounting, it is essential, there- 
fore, that we be clear about what we expect 
such students to have gained through their 
study. 

It seems obvious that a peison who is 
pursuing an advanced course in any sub- 
ject may be presumed to have successfully 
completed work which is not only prelim- 
inary but prerequisite to it. Even in an 
elementary course there must be stages of 
progress, and it is doubtful if universal 
agreement could be obtained concerning 
the exact altitude of the plane which sepa- 
rates an advanced course in accounting 
from an elementary one. It is logical to ex- 
pect more ground to be covered in a six- 
hour course than in a four-hour course; on 
the other hand, the coverage in the six- 
hour course may be no more extensive, but 
merely more thorough within a given range 
than in the four-hour course. The distinc- 
tion between an advanced course in ac- 
counting and an elementary one cannot be 
determined alone, therefore, on the basis of 
the number of class hours devoted to the 
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EXAMINATION TECHNIQUES AND 
METHODS IN ADVANCED ACCOUNTING 


Norman L. BurTON 


latter, for such a course may include topics 
which by some instructors are deemed too 
complex for the beginning student. The 
fundamental principles of cost determina- 
tion and the voucher system, including the 
treatment of transactions which involve 
the use of the voucher register, are ex- 
amples of such topics. 

Other examples would merely serve to 
emphasize the necessity for developing a 
definition of “advanced accounting” ex- 
pressly for the purposes of the present dis- 
cussion—a definition to which I should not 
necessarily subscribe under all conditions, 
With that in mind let us assume advanced 
accounting to include all topics in the field 
of accounting which presuppose an under- 
standing of the fundamental nature of as- 
sets, liabilities and net worth, their various 
types and usual classifications; the mean- 
ing of debit and credit; the preparation of 
such financial statements as the balance 
sheet and income statement of a mercan- 
tile concern; the nature of accounts; the 
use of the ledger; the function of the jour- 
nal; the analysis of transactions in terms of 
debit and credit to appropriate accounts; 
the processes of recording transactions in 
two-column and multi-columned journals; 
the nature and use of simple controlling 
accounts; the preparation of trial balances; 
the treatment of corrections and of adjust- 
ments incident to the determination of the 
results from operations for a specified 
period and proper statement of assets, li- 
abilities and net worth at its end; the 
analysis of the general ledger trial balance 
through the use of the work sheet; the 
function and preparation of “‘closing en- 
tries’; the manner of “reopening” the 
books through the use of “re-adjusting” 


| 
$0 
| tion 
of 
deer 
tion 
stre 
| con: 
con: 
4 
| stuc 
= 


Examination Techniques and Methods in Advanced Accounting 


entries; the translation of the completed 
worksheet into the financial statements; 
the distinctions between the net worths of 
a sole proprietorship, a partnership and a 
corporation, both in character and in man- 
ner of presentation. Under such a defini- 
tion all problems and procedures which are 
peculiar to manufacturing activities be- 
long in the category of advanced account- 
ing. So also are such topics as installment 
sales, consignments and the great majority 
of those which relate to partnerships and 
corporations, many of which, if not 
deemed to be appropriate to an elementary 
course are often given attention in a course 
in ‘intermediate’ accounting. On the other 
hand, although the definition would logi- 
cally include the field of auditing, no con- 
sideration will here be given to examina- 
tio methods which pertain exclusively 
thereto. 

With the field thus broadly conceived 
the next step involves a determination of 
the kinds of information and skill the stu- 
dent is expected to acquire or develop 
through his study. 

In general, post elementary courses in 
accounting are intended to deepen or 
strengthen one’s understanding of funda- 
mental principles and practices through 
consideration of their application to nu- 
merous typical situations, and to develop 
techniques for the analysis and presen- 
tation of accounting data. To enumerate 
the topics which may be presented for the 
consideration of advanced students in ac- 
counting would be of little value, for while 
the relationship between examinations and 
the topics upon which they are based is 
obviously a close one, the abilities which a 
study of such topics is expected to develop 
are probably more important than the 
topics themselves. Those which the study 
of accounting should be expected to de- 
velop include the following: 

1. memory 

2. power of analysis 
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3. skill in the organization and presenta- 

tion of financial data 

4. facility in the interpretation of finan- 

cial data 

5. facility in the oral discussion of 

principles and procedures 

6. facility in the written discussion of 

principles and procedures 

The importance of the part which mem- 
ory plays in the acquisition of knowledge 
and the development of skills is frequently 
overlooked. In the study of accounting a 
comparatively small number of facts or 
postulates or methods of procedure neces- 
sitate the exercise of pure memory on the 
part of the student. The majority if not all 
of these are incident to the most intro- 
ductory phases of the subject. As a student 
progresses he should, through recognition 
of the relationship of each new topic to 
something which has preceded it, develop 
analytical ability. Both memory and ana- 
lytical ability are of importance in aiding 
him to organize and prepare data for pres- 
entation to those who will use them. They 
are equally helpful in enabling him to in- 
terpret statement preparation. 

It may seem that the development of the 
ability to discuss accounting principles and 
procedures either orally or in writing is be- 
yond the scope of a course in accounting. 
It is certainly reasonable to expect that 
students in accounting courses will have 
had some instruction in the fundamentals 
of both oral and written expression before 
they undertake the study of accounting 
techniques. Continued practice, however, 
in oral and written discussion of technical 
problems will do much to clarify and 
strengthen one’s understanding of them. 
Furthermore, there can be no denial of the 
fact that the person who can express his 
ideas clearly and in terms which a layman 
can understand is in a position to exercise 
influence more readily and to advance 
more rapidly than is his associate who 
lacks that ability. 
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It may be contended, however, that 
memory, analytical ability and facility in 
oral and written expression can be devel- 
oped with the aid of many kinds of subject 
matter and that the primary function of an 
accounting course is to introduce to the 
student the intricacies involved in the re- 
cording, summarizing and interpretation 
of financial data. Certainly, whatever abil- 
ities the study of accounting may be ex- 
pected to develop, it is their application to 
the use of financial data and to the prac- 
tices of individual enterprises and organi- 
zations which must be the subject matter 
of examinations in accounting. 

The function of an examination in ad- 
vanced accounting is to determine the ex- 
tent of a student’s understanding of ac- 
counting principles and their application 
to situations and problems which are either 
relatively complex or unusual, and to test 
his ability to analyze such problems and to 
present the solutions to them. 

Examinations may be oral or written. In 
practice more emphasis has been placed on 
written than on oral examinations, except 
for candidates for post baccalaureate de- 
grees. Nevertheless much can be learned of 
a student’s accomplishment from a short 
conversation with him. If the oral exam- 
ination can be conducted in the presence 
of several instructors, each of whom par- 
ticipates in the questioning, a more accu- 
rate gauge of the student’s familiarity with 
the subject, and of his ability to express 
himself and to conduct himself in the 
presence of a group can be obtained than 
when he presents himself to one person for 
questioning. In either case, whether the 
area subject to examination be large or 
small, its limits and included territory 
chould be clearly understood by the ex- 
aminers, in order that questions on topics 
legitimately unfamiliar to the examinee 
may be avoided. 

One method of conducting an oral ex- 
amination when the student presents him- 
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self to a group of instructors is for each to 
offer questions of his own choosing, pre- 
pared by him in advance or based on what 
may have previously been asked by an- 
other instructor or by statements made by 
the student. Under this procedure the stu- 
dent has no opportunity to anticipate, 
except by means of a thorough review of 
the subject of the examination, the nature 
of the questions he is to be asked, and is 
not unlikely to enter the examination 
chamber in a highly nervous condition 
which will be unrelieved as he confronts a 
group of persons each of whom he may 
conceive to be antagonistic to him and a 
plotter of his downfall. 

Another procedure, which in some meas- 
ure provides the student with an oppor- 
tunity to gird himself for the struggle to 
ensue, involves the preliminary prepara- 
tion of questions to be used in the exam- 
ination. Under this method the student 
presents himself, sans books, notebooks or 
other aids, at a specified time and place, 
where he is asked by an attendant in 
charge to draw from a basket a slip of 
paper, on which are typed a few questions. 
For a period of fifteen or twenty minutes, 
while another examinee (unless he is the 
first of a series) is being examined in an- 
other room, he has an opportunity to study 
the questions on the paper and to put him- 
self in a proper frame of mind for meeting 
the examiners. In due time he is called into 
the other room, where he delivers the ques- 
tion paper to one of the instructors, who 
then reads the questions for him to answer. 
In this case, too, each member of the exam- 
ining group may participate in the exam- 
ination by supplementing those on the 
paper with others which are directly re 
lated to them. This procedure is particu- 
larly useful where only one instructor con- 
ducts the examination, for it enables him 
to limit the scope of questioning during 4 
specific period of time, it relieves him of 
the necessity for originating questions on 
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the spur of the moment, it enables him to 
cover the entire subject matter of a course 
through the use of a few questions asked 
of each student. 

Obviously oral examinations have cer- 
tain limitations. One’s ability to draft in 
acceptable form a complex balance sheet, 
a manufacturing statement, the work sheet 
for a statement of application of funds or 
the worksheet incident to the preparation 
of a consolidated balance sheet and profit 
and loss statement, cannot readily be de- 
termined by means of an oral examination. 
Any problems, the solution of which in- 
volves complicated or extended computa- 
tions, such as the determination of the 
value per share of the common stock of a 
corporation with a variety of capital stock 
issues, 2 number of surplus reserves, the 
existence of treasury stock and other fac- 
tors, are not suitable subjects for oral ex- 
amination. On the other hand, such an 
examination may disclose one’s under- 
standing of the principles and methods in- 
volved in the solution of such a problem. 
How thoroughly a student comprehends 
the reasons for the various treatments of 
cash discounts and the advantages and 
disadvantages of each kind of treatment 
may be brought out in an oral examina- 
tion more completely and more quickly 
than in a written examination. In short, 
memory, analytical ability and reasoning 
power, understanding of the philosophy 
underlying methods and procedures and 
ability in oral expression can all be tested 
in an oral examination, and there is a con- 
siderable quantity of material in advanced 
accounting that is suitable for this method. 

As a factor in the examination program 
of regular courses, the oral examination 
foreach student should be short—not more 
than fifteen or twenty minutes. From the 
instructor’s viewpoint no more time should 
be required to conduct such examinations 
than would be involved in reading an equal 
number of papers covering the same ques- 
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tions, and it is probable that at the end of 
that time he would have a clearer notion of 
the student’s understanding of the subject 
than would be the case as the result of his 
perusal of written answers. From the stu- 
dent’s viewpoint, an oral examination is 
likely to demand a more thorough prepara- 
tory review of the subject than is a written 
test of corresponding scope. 

Written examinations have been fea- 
tured in connection with the determination 
of educational progress since the memory 
of man runneth not to the contrary. (Oral 
examinations are probably older than 
that.) In the field of advanced accounting 
they should serve as tests of a student’s 
ability accurately to interpret written in- 
structions, to analyze given data, to pre- 
sent financial data in acceptable form, and 
to discuss in writing whatever questions 
may be asked that are subject to that type 
of treatment. Taken as a whole the exam- 
iner should be able, from his reading of an 
examinee’s paper, to determine how well 
he has assimilated the subject matter of 
the course. 

Whether or not one can translate a list 
of account balances into a balance sheet 
and profit and loss statement, or prepare 
from a comparative balance sheet and re- 
lated supplementary data a statement of 
application of funds, or change a balance 
sheet into a statement of affairs, or draft 
any one of a variety of financial state- 
ments, the form of which is more or less 
standardized, can be determined only 
through evidence that one has done them. 
Questions involving the preparation of 
such statements are therefore appropriate 
ones for a written examination in the field 
of advanced accounting. It must be re- 
membered, however, that since there is a 
limit to the time available for an examina- 
tion, no question should require a dispro- 
portionate amount of the student’s atten- 
tion, if the examination is intended to be 
comprehensive with respect to the topics 
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included. The use of comparatively small 
and simple amounts, and the introduction 
of only a few typical modifications, adjust- 
ments or supplementary items, will enable 
the instructor to learn quickly what his 
student knows about the preparation of 
the type of statement called for by the 
question. The use of large and complex 
amounts merely tends to slow up the stu- 
dent and to confuse him, regardless of how 
accurate and facile he may be in arithmetic 
calculation. 

A second type of question is designed to 
detect one’s ability to analyze a transac- 
tion and to indicate its effect on the ac- 
counts, usually by expressing it in the form 
of one or more journal entries. Transac- 
tions involving the issue of corporate 
stock, the issue of bonds, payment of bond 
interest, amortization of bond premium or 
discount, ultimate retirement of bonds, the 
effect of the receipt and use of stock rights, 
and numerous others are available for 
questions of this type. In the formulation 
of such questions the examiner must have 
a clear conception of what constitutes ac- 
ceptable answers. Very frequently there is 
more than one path that leads to a gate. 
By the same token a given transaction 
may be correctly reflected on the books by 
means of different journal entries. The 
student’s answer should disclose his ability 
to analyze a transaction as stated and to 
translate his analysis in terms of journal 
entries. On the evidence of that ability 
should he be judged or graded, regardless 
of whether his journal entries are identical 
with those used by the examiner in his 
solution of the problem. 

The so-called “essay” type of question, 
which includes requests for definitions and 
other statements which are expressed in 
words rather than in figures primarily, is 
suitable for the discussion of principles 
and practices, or for expressing one’s find- 
ings as the result of an analytical review of 
a set of statements and other data. Such 


an instruction as “Discuss the significance 
of the term ‘reserve’ in accounting and 
illustrate its various uses’’ calls for at least 
one complete paragraph. If it is to be rea- 
sonably well done the amount of credit to 
be allowed for it should be commensurate 
with the amount of time required to do it 
justice. If the topic to be “discussed” is of 
insufficient importance to warrant the 
allowance of a reasonable amount of time 
for its treatment, the instruction or ques- 
tion should be reworded. “State three 
types of reserves, and give an illustration 
of each,” or “Explain the difference be- 
tween a valuation reserve, a liability re- 
serve and a surplus reserve and cite an 
example of each kind,” are instructions 
which are specific and which require of the 
student but brief statements. The answers 
to such questions are easier to read and 
can be evaluated more accurately than can 
those based upon questions or instructions 
which are very general in their scope. This 
does not mean that there is no place in a 
written examination on accounting for the 
type of instruction which commences with 
the word “‘discuss.” It is my opinion, how- 
ever, that if a comprehensive discussion of 
a proposition in accounting is desired it 
should be assigned as a term paper or other 
outside assignment, rather than as part of 
an examination. 

The use of so-called “objective” tests 
has during recent years obtained consider- 
able popularity. In their application to ad- 
vanced accounting fields several types of 
questions have been tried with varying 
degrees of success. Statements to be iden- 
tified as “true or false”’ must be very care- 
fully selected to be certain that their truth 
or falsity cannot be questioned. They 
must, therefore, be statements of fact. The 
statement “Cash is a current asset” might 
be a suitable true or false statement for a 
class in elementary accounting because 
within the limits of the assumed experience 
of its members, the statement can be 
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labeled in only one way. For a class in ad- 
vanced accounting, however, it would not 
be a suitable true or false statement, be- 
cause the members of such a class know 
that under some conditions it is true while 
under others it is false. The fact that a 
student who does not know whether a 
statement is true or false has an even 
chance of underlining the right word, 
weakens the value of this type of test as a 
means of securing evidence as to a stu- 
dent’s knowledge of the subject. For pur- 
poses of grading, therefore, incorrect iden- 
tifications are frequently penalized by 
weighting the negative scores assigned to 
them. 
“Multiple choice’’ questions provide the 
student with the opportunity of selecting 
the correct answer from several—usually 
from three to five,—offered. With this type 
of question great care must be exercised to 
see that only one of the choices offered will, 
when applied, make the statement true. 
Furthermore, each choice must sound pos- 
sible. Otherwise the correct choice will be 
so conspicuously right that the questions 
fail to provide a fair test of the examinee’s 
knowledge. Multiple choice questions may 
relate to general conditions of fact or they 
may require the solution of a problem. An 
example of the former would be the follow- 
ing: 

Treasury stock is (a) capital stock of a corpora- 
tion which it has issued, reacquired and still 


holds; (b) authorized capital stock of a corpora- 
tion which it has never issued; (c) valuable mer- 
chandise owned by a corporation which because 
of its value it keeps in the office of the treasurer; 
(d) a special kind of capital stock assigned to em- 
ployees, who are to pay for it out of earnings, and 
the shares of which are given to the companys 
treasurer as trustee until payments therefor are 
completed. 


An example of the latter would be the 
following: 

A partnership, A, B & C, with total assets of 
$10,000, including cash of $1,000 and liabilities of 
$2,000 decide to dissolve. The capital accounts of 
the partners are as follows: A—$3,000; B— 
$3,000; C—$2,000. They share profits and losses 
equally. On January 10 assets with a book value 
of $5,000 have been disposed of at a loss of $2,000. 
All the cash available is then distributed. The 
balance in C’s capital account after the distribu- 
tion is: 

(a) 0 (b) $2,000 Cr. (c) $1,333.34 (d) $666.67 

The objective type enables the student 
to demonstrate his familiarity with a large 
variety of topics in a short space of time 
and simplifies the task of the examiner in 
grading the papers, which can, as a matter 
of fact, be scored by anyone who has the 
key to the correct answers. 

For the most complete understanding of 
the student’s accomplishment as the result 
of his study of accounting beyond its ele- 
mentary stages no one type of examination 
is adequate. When possible, therefore, a 
combination of oral, objective and stand- 
ard written tests should be used. 


THE STANDARD C.P.A. EXAMINATION 


Study of Education and Experience of C.P.A. Candidates Annually by 
University Students in each State 


Joun H. ZEBLEy, JR. 


WENTY FIVE years ago the first 
Board of Examiners of the American 
Institute of Accountants was elected 
by the Council. The date exactly was Sep- 
tember 20, 1916. At that time the Institute 


was known as the Institute of Accountants 
in the United States of America and had 
just become the successor organization to 
the American Association of Public Ac- 
countants and shortly thereafter the name 
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was changed to American Institute of Ac- 
countants. 

At the outset the purpose of the Board 
was to conduct examinations into the qual- 
ifications of applicants for membership in 
the Institute and that function it continues 
to exercise. Accordingly, the first rules and 
regulations of the Board which were 
adopted November 15, 1916 related to re- 
quirements for membership in the Ameri- 
can Institute of Accountants. 

Such rules specified, among other things, 
that examinations should be held semi- 
annually during the first fifteen days of 
June and December and that there should 
be included therein questions in (1) ac- 
counting theory and practice, (2) auditing 
and (3) commercial law. It was also pre- 
vided that the duration of the examina- 
tions should not exceed two days. 

Due to the fact that there was insuffi- 
cient time between the election of the 
Board and December 1916 the first exam- 
ination was not held until June 1917. Ac- 
cordingly, it was on June 14 and 15, 1917 
that the first examination of public ac- 
countants (on a national scale) was con- 
ducted in this country. By the time that 
the first examination was to be held all of 
the states had enacted C.P.A. laws of one 
sort or another, with the exception of the 
states of Alabama, Mississippi, Arizona 
and New Mexico, which were then the only 
states without such legislation. We are 
told, however, that there was the widest 
diversity in the laws of the various states 
as to language, intent, effect and adminis- 
tration. 

In some states there was an insufficient 
number of capable C.P.A.’s to man prop- 
erly the State Boards and some Boards 
accordingly contained members who were 
not certified public accountants. The ne- 
cessity for uniformity in C.P.A. examina- 
tions was never more urgent than in 1917. 

The Board of Examiners of the Ameri- 
can Institute recognized the opportunity 


that was presented to codperate with the 
several State Boards in conducting the 
C.P.A. examinations, and in April 1917 
laid before the Council of the American 
Institute tentative plans for such coépera- 
tion. Council gave its approval and sup- 
port to the plan of codperation and in ad- 
vance of the first examination which was 
held in June 1917 all State Boards were 
informed of the Institute’s examination 
program and an offer of codperation was 
extended to them. Three states immedi- 
ately accepted. They were New Hamp- 
shire, Kansas and Oregon. 

From the outset the Board ruled that 
applicants for the C.P.A. certificate pass- 
ing the examinations set by the Institute 
would not be given any credit for having 
does so, in the event that application for 
membership in the Institute was subse- 
quently made, unless the papers were 
marked and rated under the supervision of 
the Board of Examiners of the Institute. 

After the first examination conducted 
jointly by C.P.A. State Boards and the 
Institute’s Board of Examiners the follow- 
ing appeared in the editorial columns of 
the July 1917 issue of the Journal of Ac- 
countancy apropos of uniformity in exam- 
inations: 

It is manifestly unwise to predict the success 
which will attend the plan of cooperation; but, if 
one may judge by the expressions of opinion 
which have reached the office of the Institute and 
by the sentiments of applicants for membership, 


it may safely be assumed that the way to estab- 
lishing uniformity has been found. 


The first Board of Examiners of the In- 
stitute was composed of the following: 


For three years: Arthur W. Teele, Chairman, 
New York 

Frank G. DuBois, New Jersey 

Arthur Young, Illinois 

W. P. Hilton, Virginia 

B. D. Kribben, Maryland 

W. D. Whitcomb, Oregon 

Leonard H. Conant, New Jersey 

George O. May, New York 

H. Ivor Thomas, California 


For two years: 


For one year: 
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In the June 1917 Examination, a distinc- 
tion was made with regard to accounting 
theory and practice as between applicants 
for membership and those for associate- 
ship. Different sets of questions were pro- 
vided. Part I for members was a 3$ hour 
examination in which two questions were 
mandatory and an option of one out of 
three other questions was given. Part II 
for membership was a 3 hour examination 
in which the candidate was given the 
option of selecting any six out of eight 
questions. 

For associates a different set of ques- 
tions was provided. Part I for associates 
was also a 34 hour examination with two 
questions mandatory and one optional 
out of three others. Part II was a 3 hour 
examination requiring answers to six out 
of eight questions. 

Examinations in auditing were the same 
for both classes of applicants and con- 
sisted of ten questions, all of which were 
required to be answered. The time allowed 
for this part of the examination was 34 
hours. 

The commercial law examination was 
also the same for both classes of applicants. 
An option was given, however, with regard 
to the questions to be answered. Sixteen 
questions were provided from which the 
candidate was permitted to select any ten 
for solution. This examination was al- 
lotted 3 hours. 

It is interesting to note that the after- 
noon sessions were the short ones, being 
only 3 hours duration, and terminated at 
4:30 o’clock. The hours for the morning 
sessions were 9 to 12:30. It was not long, 
however, before the afternoon sessions 
were extended to 5 hours, as criticisms had 
been received that the “Theory and Prac- 
tice” sections of the examination were de- 
veloping into “‘a race against time.” 

The results of the first written examina- 
tion which was held simultaneously in New 
York, Boston, Cleveland, Chicago, Dallas, 
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Los Angeles and Portland, Oregon were as 
follows: 


candidates for membership: 


2 passed all subjects 
2 passed 2 subjects and conditioned in one 
1 failed 
24 candidates for associateship: 
19 passed all subjects 
4 passed 2 subjects and conditioned in one 
1 failed 


On August 14, 1917 several amendments 
were made in the rules. The dates set for 
the examinations were changed to May 
and November, and elementary actuarial 
problems were included in the theory and 
practice section. 

The second examination conducted on a 
nation-wide scale by the Institute was held 
on November 15 and 16, 1917. At that 
examination there was a notable increase 
in the number of State Boards which co- 
operated with the Institute. Nine states 
used the November examination as com- 
pared with three for the June examination. 
Those states were California, Colorado, 
Florida, Michigan, Mississippi, Nebraska, 
New Hampshire, New Jersey and Ten- 
nessee. 

From the outset the acceptance of the 
Institute’s examinations as a standard for 
C.P.A. examinations gained headway and 
under date of August 1, 1919 a formal plan 
of codperation with State Boards was 
adopted by the Institute and published for 
the benefit of all interested State Board 
Members. By that time, more than half of 
the states having C.P.A. laws were co- 
operating in the use of the Institute’s ex- 
amination. 

It is interesting to note that it was the 
practice to return the papers of candidates 
of codperating State Boards when graded 
by the Institute’s examiners with success 
or failure in each subject separately indi- 
cated (no marks being placed on the papers 
themselves) but without setting forth 
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the separate questions or the average for 
each subject; although such information 
was compiled when the papers were 
graded. 

This rule has been followed right up to 
the examination which was held in Novem- 
ber 1941. For that examination the Insti- 
tute has reported for the first time to 
cooperating State Boards, using the Insti- 
tute’s grading service, an overall percent- 
age grade of each candidate for each 
subject written instead of using a letter 
designation such as “A,” “B,” “C,” “D,” 
etc. 

It is also interesting to note that the 
passing grade in auditing and in account- 
ing theory and practice has always been 
75% while in commercial law the passing 
grade was 70% until 1926 when it was 
raised to 75% and has so continued ever 
since. 

The Institute’s examiners have no way 
of knowing, either before or after grading 
the papers of any candidate, the extent of 
his experience or education. In fact the 
Board knows the candidates only by a 
number and does not even know their 
names. Accordingly, the grading is based 
wholly upon what the candidate writes on 
his paper. There is no opportunity for an 
examiner’s judgment with regard to the 
ability of a particular candidate to be 
prejudiced by earlier knowledge of the ex- 
tent of his experience and training. 
Another feature of the grading by the 
Institute’s staff of examiners is that no 
one person grades an entire paper in the 
accounting theory and practice section of 
the examination. Each examiner has the 
grading of a certain number of problems on 
every paper. This division of the work 
serves several useful purposes. It obviates 
the necessity of all examiners becoming 
familiar with every problem. It spreads 
over the entire list of candidates variations 
in judgment as between the several exam- 
iners. By this feature there is also avoided 
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the formation of an opinion with regard to 
the capability of any candidate by reason 
of his success or failure in handling the 
problems previously graded by the same 
examiner. 

The grading of all border-line cases is 
checked and reviewed by the chief exam- 
iner before the papers are returned to the 
respective State Boards with notations as 
to the grades of each candidate as finally 
determined. 

Occasionally there are differences of 
opinion between the State Boards and the 
Institute’s examiners as to the success or 
failure of one or more candidates. But the 
small number of such cases bears evidence 
of the care and attention which is devoted 
to the grading of the examination papers 
by the Institute. 

When such differences of opinion arise 
the papers in question are generally re- 
turned by the State Board for review and 
an attempt is made to reconcile the find- 
ings of the two Boards. Many times it is 
possible to do so and unanimity prevails; 
however, this is not always the case and 
occasionally grades of some candidates go 
unreconciled. These return to haunt the 
Board of Examiners of the Institute when 
the candidates file an application for 
membership after having been granted a 
C.P.A. certificate by a State Board. 

One of the features mentioned in the 
first plan of cooperation with State Boards 
appeared in the following language: 

Questions prepared by the Institute are based 
upon sound practical knowledge and are carefully 
revised to eliminate all ambiguities. 

This feature has to this day been upper- 
most in the minds of the Institute’s exam- 
iners in the preparation of questions. 

It is noted that earlier writings regarding 
the examinations emphasized the necessity 
for fairness and comprehensiveness as 
qualities to be sought in the questions 
rather than difficulty. The thought was 
then expressed that the passing of the 
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examination should indicate a foundation 
on which to build the rapidly growing pro- 
fession of accountancy in this country 
rather than a breadth of experience which 
only could be expected after many years 
of practice. 

This thought is held by some examiners 
today, although a poll of State Boards on 
the question of whether the C.P.A. exam- 
ination should be set to test a junior, a 
semi-senior, or a senior accountant elicited 
just this Spring, a preponderance of replies 
indicating that the senior status should be 
tested by the C.P.A. examination as pres- 
ently conducted. 

A study of the experience requirements 
of the separate Boards of Accountancy in- 
dicates that in only eleven states is it 
mandatory for candidates to have public 
accounting experience prior to being per- 
mitted to sit for the C.P.A. examination. 
This is not to say, however, that none of 
the candidates from the other states have 
had public accounting experience prior to 
taking the examination. But it should be 
recognized how low the minimum require- 
ments are in many of the states which co- 
operate in the use of the Institute’s exam- 
ination service. 

Yet some of these same states, whose 
experience requirements are low, inform 
the Board that the examination should be 
set to test the ability of a senior account- 
ant. The explanation of this apparent in- 
consistency, in my opinion, is that the ex- 
perience requirements in many states have 
been set by statute and would require 
legislation to effect changes therein where- 
as the use of the Institute’s examination 
which is set to test a senior accountant 
will result in the maintenance of high 
standards for the profession in such states. 

It is impossible for the Institute to com- 
pile from its own records statistics regard- 
ing the degree of success attained by can- 
didates with varying years of experience 
and with varying types of experience prior 
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to taking the examination since the Insti- 
tute has no details regarding the candidates 
who sit for the examinations. The admis- 
sion of candidates to the examinations is 
entirely governed by the respective State 
Boards. 

Last Spring an attempt was made to 
sound out the various Boards of Account- 
ancy on this point and a request for infor- 
mation along these lines was directed by 
the Institute to both codéperating Boards 
and those not using the standard examina- 
tion. 

Twenty-five replies were received and 
some diversity of opinion was naturally to 
be expected. We found that one eastern 
State Board was of the opinion that there 
was no difference in degree of success be- 
tween candidates with public accounting 
experience and those without such experi- 
ence, provided the latter come to the 
examination well prepared. Whereas the 
Board of an adjacent state held the belief 
that the high percentage of failures has 
been due to insufficient general education 
and lack of experience. 

On the whole, however, the Boards 
which replied gave the impression that 
candidates with public experience make a 
better showing in the examination. This 
conclusion has also been supported by 
studies made by Myron M. Strain, Dean 
of the Golden Gate College, San Francisco 
of the experience of his students at the 
California C.P.A. examinations over a 
period of ten years. 

The foregoing should not be taken as a 
denial of the possibility of a candidate 
without public accounting experience being 
able to pass the examination. Admittedly 
some candidates have been successful in 
the examinations without having had any, 
or very extensive, public accounting ex- 
perience, but in my opinion they are the 
exceptions and not the rule. They probably 
bear testimony to the existence of a good 
C.P.A. coaching course in their immediate 
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vicinity. However, one thing is certain 
about any successful candidate who lacks 
experience, and that is that until he gets a 
fair amount of practical experience in pub- 
lic practice he will not be even a good 
junior. 

At a meeting of the Association of Certi- 
fied Public Accountant Examiners at 
Detroit last September on the occasion of 
the annual meeting of the American Insti- 
tute of Accountants, a resolution was 
adopted that one of the aims of all State 
Boards of Accountancy should be to re- 
quire public accounting experience before 
admission to the C.P.A. examination. This, 
of course, is in line with the Institute’s re- 
quirement of five years of public account- 
ing experience for membership. 

It is my opinion that as the prerequisite 
of experience becomes effective throughout 
the country the percentage of failures will 
fall because the number of eligible candi- 
dates will be fewer and those candidates 
will be better prepared. At least there will 
have been eliminated some of the candi- 
dates who without adequate experience or 
preparation regularly try the examina- 
tions, as they say “for the experience” or 
in the hope that the questions will just 
happen “to hit them right.” 

Inquiry was also made by the Institute 
of the State Boards with regard to the de- 
gree of success attained in the examina- 
tions by college-trained men as compared 
with non-college men. The replies received 
indicated that the college man has re- 
cently been more successful in passing the 
examination than has the candidate with 
only a high school education or evening 
school training. It was not shown, how- 
ever, that the successful candidate need 
major in accounting while at college al- 
though many Boards indicated a higher 
degree of success for such accounting ma- 
jors. It is impossible to indicate the weight 
which should be given to the effect of 
education as compared with experience or 
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to differentiate between them in any en. 
deavor to assemble statistics on the exam. 
inations. It can be said, however, that the 
more successful candidates have been 
shown to be college graduates with four or 
five years of public accounting experience, 

With regard to the preparation of the 
examinations the Board has been consid- 
ering two changes. One is the setting of a 
separate examination in Theory of Ac- 
counts thereby segregating that part of the 
examination from the problem section 
which is now divided into two parts and is 
known as “Theory and Practice.” The 
other change would be to extend the exam- 
ination to three days using one half day 
for the added section on Theory of Ac- 
counts and leaving open a half day for 
examination in any special subject such as 
may be required under the laws of certain 
states. 

While it is believed by the Institute’s 
Board that a candidate can best indicate 
his knowledge of theory of accounts by the 
manner in which he applies such knowledge 
in solving accounting problems, there 
nevertheless seems to be a demand for a 
separate examination on “Theory.” It is 
believed that such examination would be 
composed of questions requiring the prose 
type of answer rather than the use of fig- 
ures and accounts in the solution. 

In addition to the fact that some state 
laws or regulations specifically mention 
Theory of Accounts as one of the subjects 
on which candidates are to be examined, 
there has been advanced as a further 
reason for the segregation of this phase of 
the examination the broadening of the 
foundation of the practice of accounting in 
the past decade, which should require a 
corresponding increase in the scope of the 
examinations which in turn will require 
more time. 

It is not anticipated that these changes 
will be effective for at least a year, as it 
will be necessary for all codperating State 
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Boards first, to agree on the change in the 
examination periods and scope and second, 
to give ample notice to prospective candi- 
dates before putting such changes into 
effect. 

Uniformity in examinations for the 
C.P.A. certificate throughout the nation is 
today nearer the goal which was envisioned 
back in 1917 than it has ever before been. 
Only six states presently conduct their own 
examinations. Those are New York, Penn- 
sylvania, New Jersey, Maryland, Ohio and 
Wisconsin. Strangely enough, with the ex- 
ception of Wisconsin which passed its 
C.P.A. law in 1913, they areall states which 
enacted their C.P.A. laws from 35 to 45 
years ago. The examinations for the C.P.A. 
certificate in the aforementioned states 
continue to be of high calibre and are com- 
parable with the standard examination 
used by the 46 State and Territorial 


Boards as prepared by the American In- 
stitute. The personnel of those boards is 
presently composed of practitioners of un- 
questioned ability and their operations are 
entirely free from political maneuvering. 
Their does remain, however, the feeling 
that for the good of the accounting profes- 
sion as a whole, and as a safeguard against 
subsequent changes in the personnel of 
State Boards it would be better to have the 
same examination and the same grading 
thereof for the C.P.A. certificate in every 
state of the union, including the territories 
and the District of Columbia. 

To that end the American Institute of 
Accountants, through its Board of Exam- 
iners, will continue to strive and in so doing 
it requests the support and the assistance 
which can be given by those who teach 
accounting in the schools, colleges and uni- 
versities. 


INDUSTRIAL ACCOUNTING INSTRUC. 
TION AND THE NATIONAL- 
DEFENSE PROGRAM 


S. GARNER 


MAJOR impetus has been given to 

industrial-accounting training as a 

result of the national-defense ef- 
fort. In addition to the expanded instruc- 
tion which has been provided by colleges 
of commerce, correspondence schools, and 
company-sponsored study groups, the Fed- 
eral government (through the U. S. Office 
of Education) began to coéperate finan- 
cially this past fall with approximately 54 
institutions of higher learning throughout 
the country in offering part- and full-time 
training in industrial accounting subjects 
on a college level. These courses are being 
conducted as a part of the Engineering, 
Science, and Management Defense Train- 
ing Program (better known as ESMDT). 


This program was inaugurated by Con- 
gress in July 1941 with an appropriation of 
over seventeen million dollars. While the 
enginnering and science groups received a 
major portion of the sum provided, the 
management section (which includes ac- 
counting) obtained enough funds to do 
some effective work. It is estimated that 
the number of people already enrolled or 
to be enrolled in accounting training 
classes by January 1942 will amount to 
approximately 9,000. It is the purpose of 
this paper to discuss some of the problems 
which have arisen in connection with these 
accounting-defense training courses, and 
also to offer some tentative conclusions as 
to the results obtained from this hitherto 
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unrecognized field of accounting educa- 
tion. 
I 

As a background it might be desirable 
te review briefly the procedure adopted in 
setting up and organizing these courses. 
First, it should be mentioned that the 
original proposal for any course comes en- 
tirely from the sponsoring institution. Be- 
fore making any such proposals, however, 
some field work must be carried out as to 
the types of courses which are of greatest 
immediate importance to the national-de- 
fense effort. Careful surveys are conducted 
among employers in each local area in the 
attempt to determine the scope of the in- 
struction to be offered. National-training 
needs are determined by the Washington 
staff, and information pertaining thereto 
transmitted to the codperating institu- 
tions. There are very few definite limita- 
tions on the subject matter of the courses. 
About the only significant one is that the 
subject matter must be such that the man- 
agerial and office efficiency of the em- 
ployees will be raised as a result of their 
study in the proposed courses in account- 
ing. (It should be observed here that man- 
agement courses other than accounting 
may be offered, for example, personnel 
management, labor relations, job analysis, 
wage administration, stores procurement 
and management, industrial traffic man- 
agement, business statistics, production 
supervision, and industrial management.) 
The courses listed may be conducted by 
any institution which can qualify under 
the law to participate in the program. In 
brief, the qualifications for giving account- 
ing courses are that the institution must 
have, during the academic year 1940-41, 
granted degrees in recognition of satisfac- 
tory completion of a curriculum of four 
years or longer beyond high-school gradu- 
ation. The institution must also have a 
major (or field of specialization) of not less 
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than 18 semester hours (or equivalent) of 
junior- and senior-year credit in the field of 
“production supervision.” The latter in- 
cludes accounting, statistics, transporta- 
tion, and industrial management. In addi- 
tion, the institution must have suitable 
facilities in staff and equipment. Participa- 
tion in the ESMDT is entirely voluntary, 
and there is no intention of disturbing the 
regular work now being conducted by col- 
leges and universities. As of December 1, 
1941, over one hundred and ten institu- 
tions had been approved under the law to 
give management courses. 

After the preliminary surveys have been 
completed, formal proposals are submitted 
to the ESMDT authorities in the United 
States Office of Education in Washington 
which renders the final decision as to 
whether or not the course or courses are to 
be offered. If the management section of 
the ESMDT approves the proposals, the 
effect is so far as the sponsoring institution 
is concerned is this: (1) The institution in 
question sets up the requisite organization 
and office staff for contacting prospective 
students; (2) engages properly qualified 
teachers in accordance with the same 
standards it adopts for regular campus in- 
structors; (3) conducts the necessary visi- 
tations of defense firms likely to be able to 
furnish students; (4) rents classrooms; (5) 
buys any needed equipment or classroom 
supplies; (6) registers the students; (7) 
sets up its own rules as to attendance, class 
hours, etc.; and (8) issues a certificate or 
citation at the conclusion of the course to 
each person successfully completing the 
work required. All of the expenses incurred 
in carrying out the program are paid for in 
the first instance by the sponsoring institu- 
tion, but the latter is reimbursed by the 
ESMDT at periodic intervals for these 
outlays. The students pay no tuition; their 
only expense is the textbook and supplies 
which they must buy. 
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II 


In general, two kinds of courses may be 
offered: (a) part-time courses, which are 
designed to give training of an “up-grad- 
ing” nature in fields essential to the na- 
tional defense effort; and (b) full-time 
courses for those persons who are already 
employed and who may be assigned by 
their employers to take the work. Prac- 
tically all of the management classes are of 
the first type. 

The courses in accounting being con- 
ducted at the present time by the fifty-four 
sponsoring institutions have been given 
some forty-one different titles ranging all 
the way from just plain “Accountancy” to 
‘Defense Contract Cost Accounting Prac- 
tice.’ As a matter of interest, and also in 
order to indicate the type of training now 
being provided (in so far as course titles 
give a clue to the nature of the subject mat- 
ter), the following list is given: 


COURSE TITLES 


Accounting 1 

Accounting 2 

Accounting 3 

Accounting 4 

Cost Accounting in Defense Industries 
Principles of Production Accounting 
Production Cost Accounting 

Course in Advanced Accounting 

Cost Accounting for Control 

Elementary Cost Accounting 

Fundamentals of Accounting 

Auditing 1 

Auditing 2 

Cost Accounting 

Cost Accounting for Managerial Control 
Cost Analysis in Defense Industries 
Production Budgeting 

Industrial Control Through Accounting 
Industrial Accounting 

Corporation and Manufacturing Accounting 1 
Corporation and Manufacturing Accounting 2 
Auditing for Defense Contracts 

Cost Accounting Problems 

Industrial Accounting Problems 

Accounting Practice for Defense Industries 
Defense Contract Cost Accounting Practice 
Accounting for Engineers 


Engineering Cost Accounting 

Industrial Accounting Survey and Inventory 
Control 

Accountancy 

Cost Control 

Elements of Accounting 

Budgeting 

Production Control and Cost Accounting 
Accounting for Government Agencies 
Governmental Accounting 

Elementary Management and Accounting 
Cost Accounting for Manufacturing 

Basic Accounting 

Advanced Budgetary and Accounting Control 
Principles of Industrial Accounting 

Defense Contract Accounting 


At least one institution has already given 
as many as seventeen sections of some of 
the above courses, and many others are in 
progress at the present time. Cooperators 
in the program need not utilize merely 
their campus facilities in giving the courses; 
classes may be set up in as many localities 
in their area as required for the best inter- 
ests of both the students and the need for 
accounting training. Several participants 
have established suboffices and classes in a 
dozen or more cities scattered throughout 
their home state. 


Ill 


There is no marked uniformity among 
the colleges and universities either as to 
the length of the class periods, or as to the 
length of each term. In the absence of in- 
structions from the U. S. Office of Educa- 
tion, each participant can determine the 
preceding matters for itself. Naturally, 
there are few classes meeting during the 
daylight hours, although more may be of- 
fered eventua'ly for those persons working 
on night shifts. It is interesting to observe 
that in the few instances where ESMDT 
day-classes have been organized, they have 
been rather unsuccessful in their attend- 
ance experience. The evening sections meet 
at varying intervals. Some typical arrange- 
ments are: 
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Number Periods Class Total 
of Weeks per Period Class 
in Term Week Length Hours 
(1) 12 1 2 Hours 24 
(2) 15 1 2 Hours 30 
(3) 11 2 2 Hours 44 
(4) 16 2 1} Hours 48 
(5) 14 2 2 Hours 56 
(6) 20 1 3 Hours 60 
(7) 12 2 34 Hours 78 
(8) 16 2 3 Hours 96 
(9) 15 3 3 Hours 135 
IV 


It is wholly within the discretion of the 
sponsoring institution as to whether formal 
credit toward a degree is given upon the 
successful completion of each course. The 
institutions seem to be grouped into three 
classes on this important matter: First, 
those which issue only a certificate at the 
end of the term to each successful student 
(this group is well in the majority) ; second, 
those which issue a certificate but also give 
semester or quarter-hour credit condi- 
tioned upon the recommendation of the 
teacher, the student’s record in the course, 
and the approval of individual applications 
for credit by an appropriate faculty com- 
mittee; and third, those which grant auto- 
matic credit in the same way that credit is 
given for resident or extension courses. The 
basis for making the decision as to whether 
credit will be given appears to be centered 
around the type of course offered, the su- 
pervision and coordination which are af- 
forded, and the general policy of the 
institution. It may be noted that relatively 
few students express any great interest in 
“college or university credit.” The writer 
estimates that not over five per cent of 
those taking the courses in the program in 
which he is interested will ever have occa- 
sion to desire degree credit. It is felt, how- 
ever, by some authorities that if, say, only 
five per cent continue their formal prepa- 
ration for the bachelor’s degree that the 
program will be of great benefit in encour- 
aging qualified individuals to better them- 
selves in their chosen field of business. 


The Accounting Review 


Vv 


In spite of what has been stated, it must 
not be thought that this training program 
was set up primarily to foster the educa- 
tion of persons desirous of entering the ac- 
counting firld. The sponsors of the law es- 
tablishing the program evidently had no 
such intention, and the national adminis- 
trators of the ESMDT have been zealous 
in keeping the training on an emergency 
defense-need basis. This perspective, or 
policy, has naturally meant that the con- 
tent of the several courses must be coor- 
dinated with the immediate, practical, 
industrial requirements of each local area. 
This does not suggest, however, that the 
work is to be of vocational level character; 
the latter is supposedly cared for in the 
large and expanded vocational education 
programs. In contrast, the accounting 
training provided by the ESMDT must 
adhere strictly to the college or university 
level of instruction, since the students are 
not only high school graduates but also 
have the possibility in some cases of secur- 
ing degree credit. The impasse thus created 
has caused considerable discussion among 
those responsible for conducting the course, 
particularly as to the choice of text ma- 
terial to be used. Very little opportunity is 
afforded, for example, to give the diversi- 
fied groups a comprehensive background in 
the fundamentals of debit and credit. The 
latter must have been learned in bookkeep- 
ing courses or through practical experience. 

In most of the starting courses, the pace 
set is a rapid one, and only a short time can 
be devoted to a review of elementary prin- 
ciples. In spite of the greatest cooperation 
between the students and their teachers, 
there is frequently a high percentage of 
drops. This is partially explained by the 
fact that the persons taking the courses are 
working full-time and have trouble making 
up problems and tests if they miss two or 
three classes. Very few of the students can 
successfully complete their course if they 


2 


den 
erat 
ina 
onc 
tha 
of 
sho 
teg 
of 
not 
tea 
bj 
0 
ant 
ad 
a wa 
ha 
cot 
to 
= 
m 
mi 
~ m 
P 


Industrial Accounting Instruction and National-Defense 


are absent more than three times. Inci- 
dentally, the program has not been in op- 
eration long enough to determine whether 
there will be many students who re-register 
in a later term for a class which they have 
once dropped. It should be observed also 
that up to the present time few institutions 
have been able to plan an integrated series 
of accounting courses, which a student 
should take in a logical order. This non-in- 
tegration has been due (1) to the newness 
of the whole training program which has 
not allowed for long pondering over the 
teaching approach, and (2) to the general 
objective of the ESMDT which is to help 
make up the shortage of skilled account- 
ants in firms handling defense orders. In 
addition, as stated previously, the program 
was not set up primarily to train those who 
have had no previous accounting study or 
experience. This means that most of the 
courses must be planned in such a way as 
to allow persons to take them w:thout pre- 
requisites, other than the usual 


(a) Graduation from high school, or equiva- 
lent educational training, 

(b) A course in elementary accounting or 
bookkeeping so as to be able to do ad- 
vanced work in the subject (this pre- 
requisite is subject to some exceptions), 
and, 

(c) Employment (or employability in certain 
cases) in a defense industry. 


To express it briefly, each of the 
ESMDT courses in accounting (as a rule) 
must stand alone; they must also be, in 
most cases, above the introductory level. 
This policy has obviously not allowed for 
much integration. Each institution is 
privileged, however, to suggest the order in 
which several courses should be taken. 


VI 


Most of the institutions sponsoring 
ESMDT courses are using either regular 
staff members or professional accountants 
as teachers, depending upon the location of 
the courses and the availability of profes- 
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sorial talent. Compensation is fixed by 
each institution; it must conform with 
regular institutional salaries and estab- 
lished rates in the community. Allowance 
is made, however, for the fact that the 
teaching is part-time and often involves 
considerably more effort and trouble than 
usual campus courses. The regulations pro- 
vide that the total teaching, supervisory, 
and other duties of the individuals in charge 
of the accounting courses must be consist- 
ent with “good academic standards.” In 
line with this, the administrators of the 
program in Washington have recom- 
mended that the load and salary of regular 
staff members be reduced in the event of 
their participation in ESMDT work, and 
that such persons be reimbursed by the 
ESMDT. The saving in the regular salaries 
of staff members may be used to employ 
additional part-time or full-time teaching 
personnel. The regulations also provide 
that every sponsoring institution must 
designate a “‘person in educational charge” 
for each course proposed. This individual, 
who must be a regular staff member of the 
department under which the course is 
grouped, has general supervision over the 
content and educational features of the 
courses offered. The “‘person in educational 
charge” may exercise his duties over as 
many different classes as he has time for. 
One of his principal duties is to select or 
approve the text material with accom- 
panying course outline. Incidentally, the 
same problem exists in the selection of 
ESMDT accounting texts as in campus 
courses; that is, the text chosen for each 
class must be adapted to the capabilities of 
the students and the purposes to be filled 
in teaching the class. In so far as the writer 


- can ascertain, no single text has been se- 


lected by more than three or four sponsor- 
ing institutions. Apparently, since the reg- 
ulations are silent on the point, any 
recognized text of college grade may be 
adopted if it fulfills the course objec- 
tives. 
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VII 


An analysis of a typical ESMDT class in 
for example, industrial cost accounting, 
reveals an astonishingly diversified group 
of persons who are interested in this type 
of educational training. Statistics on one 
class of thirty students in the program in 
which the writer is interested revealed an 
age range of 20 to 49, with an arithmetic 
average of 30; a salary range of $105 to 
$300 a month, with an average of $157; ac- 
counting experience ranging from 3 to 20 
years, with an average of 8 years; and 15 
employers were represented in the class. In 
spite of this diversification, some very ef- 
fective work can be done with a class of 
this type, as every teacher of adults well 
recognizes. Incidentally, the students ap- 
pear appreciative of the opportunity af- 
forded them by the ESMDT program, and 
they show a genuine interest in their 
classes. One aspect of this matter, how- 
ever, deserves further mention: Since it 
costs nothing to register for or to take the 
courses a considerable number of individu- 
als in some cases fill out the application 
blanks without any real intention of finish- 
ing the courses. This can be avoided only 
in part by careful questioning at the time 
of registration. Some difficulty is also ex- 
perienced with those applicants who insist 
that they have the necessary prerequisites 
for the classes which they wish to take. 
Naturally, if they are left to judge their 
own abilities and training, they will almost 
invariably overestimate their capabilities. 
Some programs have experienced a ten to 
twenty per cent drop because of this one 
factor. 


VIII 


An interesting aspect of these defense 
training courses in accounting, though it is 
one which is difficult to summarize, is con- 
cerned with the points of emphasis as- 
sumed in the various courses. This matter 
is, naturally, related to the type (or types) 
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of work being offered by the various insti- 
tutions. In the cases where approval has 
been given to the offering of sections of 
courses for persons who have not had the 
equivalent of a year of college accounting, 
the emphasis appears to be placed on the 
topics which will be most helpful to the 
student contemplating the study of indus- 
trial cost accounting. Phases of general ac- 
counting which are not intimately related 
to factories are either treated very lightly 
or not at all. Little attention is given, for 
example, to negotiable instruments, part- 
nership problems, capital stock and sur- 
plus, statement analysis, branch house 
accounting, and consignments—topics fre- 
quently taken up in regular first-year cam- 
pus courses. Concentration is limited to 
such matters as fiscal period adjustments, 
controlling accounts, depreciation, the 
voucher system, general factory account- 
ing, and an introduction to cost accounting 
controls. 

The question arises as to whether a per- 
son who has had little or no formal aca- 
demic training in accounting can gain 
enough background in one course of the 
type just mentioned to appreciate later the 
intricacies of industrial cost accounting. 
Some misgivings have been expressed on 
this important educational matter. A few 
individuals have expressed the opinion 
that such “hurry-up” accounting courses 
will do little good, and that the shortage in 
skilled industrial accountants which ap- 
pears to exist in some localities cannot be 
remedied or filled by the ESMDT type of 
training. It is undoubtedly true that ex- 
perienced and efficient cost accountants 
cannot be developed over night. It is also 
true that cost accountants need a familiar- 
ity with the entire fields of accounting and 
applied economics, and not just the topics 
relating most to their chosen specialty. An 
emergency defense need exists for indus- 
trial accountants, however, or the ESMDT 
in accounting would not have been inau- 


guré 
of t 
son: 
of t 
8 
| 
the 
ter 
wil 
the 
de! 
: 
be 
4 ac 
: 


Industrial Accounting Instruction and National Defense 


gurated. In spite of the longer term aspects 
of the program, and in spite of the little 
time available for planning the ESMDT 
work, it is the opinion of the writer that as 
much can be accomplished in training per- 
sons for accounting jobs as in the mechani- 
cal and engineering fields. This last point 
of view has been the one assumed by most 
of those associated with this phase of the 
defense effort. A further saving or redeem- 
ing factor which should not be ignored in 
any discussion of these starting courses is 
that ESMDT enrollees are generally far 
more mature and experienced in business 
aflairs than regular college students, and 
they also have an immediate personal in- 
terest in their industrial accounting prog- 
ress. Whether these saving factors will 
serve to offset the noncomprehensiveness 
of the beginning defense training courses 
will probably remain doubtful for a long 
time. 

In the many classes dealing more par- 
ticularly with industrial cost accounting, 
the emphasis has naturally been put on 
those topics most vital to the costing of 
defense orders and contracts. Several insti- 
tutions have indicated that stress is being 
put on (1) the pricing of materials into pro- 
duction ; (2) the handling of over-time labor 
cost; (3) the distribution of factory burden 
between defense contracts and regular pro- 
ductions, that is, differential costs as related 
to governmental orders; (4) the general 
problem of handling of burden costs under 
the “abnormal” conditions which now pre- 
vail; and (5) the controi features of stand- 
ard costs. Regular college textbooks in cost 
accounting are used in these courses with 
the individual teachers making the adap- 
tations necessary to emphasize the preced- 
ing topics. 

So few classes have been proposed in 
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subjects such as auditing, governmental 
accounting, and budgeting that no conclu- 
sions can be drawn as the points of empha- 
sis stressed by the instructors conducting 
those courses. In spite of the definite and 
inescapable tie-in between income taxes 
and the financing of the defense program, 
approval has not been granted to conduct 
courses in income tax accounting up to the 
present time. 


IX 


In summary, it may be observed that 
the ESMDT program is in reality just an 
expansion of the university extension adult 
education programs which have been set 
up by many institutions in the years past. 
The program involves a definite innova- 
tion, however, in that the Federal govern- 
ment hitherto has limited its financial as- 
sistance to vocational level courses. Several 
educational authorities have expressed 
certain misgivings as to the implications 
underlying this move. It is felt by some 
that the ESMDT represents a type of Fed- 
erally sponsored higher education which 
may have permanent and wide repercus- 
sions even after the present war is over. 
Little attention has been given to this im- 
portant matter up to the present time, as 
the national and local administrators have 
been too busy with problems involved in 
setting up the institutional programs to 
deal adequately with the long-term aspects 
of this type of adult education. As the pro- 
gram gains headway over the next few 
months, more thought will naturally have 
to be devoted to the relative permanency 
of the organization, and also to its coordi- 
nation with the now existing extension ac- 
tivities of the universities and colleges of 
the country. 
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wrote in the recent edition of his book 

The Financial Policy of Corporations, 
‘...I regard the income statement more 
fundamental than the balance sheet. This 
is true for at least two very significant rea- 
sons. The business is essentially dynamic 
in character; its values are forever chang- 
ing. A statement which depicts the sum- 
mation of these changes is, therefore, a 
truer picture of the business than a state- 
ment, such as the balance sheet, which 
seeks to portray only a static condition. 
The other and perhaps more realistic rea- 
son is that the fundamental purpose of the 
business is to produce an income. The 
statement of the extent to which it has met 
this purpose is of distinctly greater impor- 
tance than a statement representing an 
arithmetical summation of a series of ledg- 
er accounts balanced as of a particular 
moment of time.”? 

Professor Dewing believes that he has 
found, in contemporary accounting litera- 
ture, a “steady drift” in support of his po- 
sition. While this is encouraging, he is 
greatly disturbed because so many writers 
still begin their study of accountancy with 
an analysis of the balance sheet or the so- 
called fundamental equation of accounts. 
In view of Professor Dewing’s reputation 
and furthermore, in view of the abundance 
of material which he believes to lend sup- 
port to his position, we should examine en- 
terprise accounting with a thought of ac- 


1 high pp. 539-50, note n, New York (The Ronald 
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? He cites a number of cases from recent periodical 
literature. His strongest support is found in Steven Gil- 
— Accounting Concepts of Profit (The Ronald Press), 


THE RELATION BETWEEN THE BAL. 
ANCE SHEET AND THE PROFIT- 
AND-LOSS STATEMENT 


Epwarp G. NELSON 


cepting or rejecting such an attitude. 

It is the broad purpose of this study to 
review the relation between the balance 
sheet and the profit and loss statement. 
However, there is a more immediate objec- 
tive. The present writer believes that we 
have given far too little attention to par- 
ticular concepts in our general scheme. An 
accounting is “correct,” as distinguished 
from “precise,” only if it is founded upon 
realistic, self-consistent concepts. It is 
therefore proposed that, in addition to a 
study of the relation between the balance 
sheet and the profit and loss statement, we 
will review the general nature of revenue, 
expense, and asset accounting.® 

Our analysis properly begins with a list 
of assumptions about business conditions 
at the time the statements are prepared 
and, secondly, with a list of postulates con- 
cerning the general nature of enterprise 
accounting. It is assumed that the business 
is a “going concern.” Generally we mean 
that the firm will continue to buy and sell 
goods with a view toward a profit through- 
out an indefinite future. A more specific 
statement may be made if it is assumed 
that the proprietor or proprietors are mo- 
tivated solely by a desire to maximize their 
profits, although it is admitted that men 
have other reasons for continuing their 
business. A firm is a “going concern” when 
there is reason to believe that: 

1. The present worth of expected receipts ex- 


ceeds the present worth of expected costs; 
2. The amount of the difference is greater for 


* This study is founded on Professor John B. Can- 
ning’s, The Economics of Accountancy (The Ronald 
Press), 1929. It seems practical to give a general ac- 
knowledgment rather than the many particular citations. 
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enterprise operations than it is for liqui- 
dation; and 

3. There is reason to believe that the absolute 
profit from enterprise operations will be 
greater than that to be had from alterna- 
tive employments. 


We do not mean that the accountant es- 
timates the amount of these present worths. 
We do not mean that he should do so. An 
arithmetical expression of their values is, 
in most cases, impossible as well as unnec- 
essary. It is sufficient if the proprietors 
have reason to believe that they will con- 
tinue to buy and sell goods throughout an 
indefinite future. They should believe that 
it is distinctly to their disadvantage to 
cease operations altogether, to liquidate 
the enterprise, or to employ their resources 
elsewhere. The above conditions merely 
give form to these beliefs when the pro- 
prietors are motivated solely by a desire to 
maximize profits. 

A description of a “going concern” tells 
us nothing about the elements of account- 
ing statements. We must list our postu- 
lates—the self-evident truths about profit 
and loss—before we can describe the 
methods by which the statements are pre- 
pared or the nature of our results. These 
postulates apply to all transfers of money 
or money’s worth affecting the enterprise 
except proprietary investments or with- 
drawals. Accordingly it is asserted that: 


1. Over the life of the business, there is a 
one-to-one correspondence between the 
amount of revenue and the amount of 
cash receipts, and between the amount of 
expense and the amount of cash disburse- 
ments; 

2. The total profit for that time-interval (posi- 
tive or negative) is equal to the difference 
between the total cash receipts and the 
total cash disbursements; 

3. Within any lesser time-interval, the amount 
of revenue is equal to the amount of cash 
receipts attributable to bringing enter- 
prise operations to some particular stage 
during the period; and 

4, Within such a fiscal period, the amount of 
expense is equal to the amount of dis- 
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bursements necessary to obtain the 
revenue for the year. 


Some of these postulates may be re- 
stated as concepts, although they are more 
important as limits on procedure than as 
elements of accounting statements. We 
may speak of ultimate total revenue or the 
revenue for the duration of enterprise ex- 
istence. The amount is equal to the 
amount of cash receipts for that time-in- 
terval. We may also speak of ultimate total 
expense or the expense for the duration of 
enterprise existence. The amount is equal 
to the amount of cash disbursements for 
that time-interval. A third concept, ulti- 
mate total profit, is implied. It is the posi- 
tive or negative difference between the 
amount of ultimate total revenue and the 
amount of ultimate total expense. It is also 
equal to the algebraic difference between 
the amount of cash receipts and cash dis- 
bursements for the life of the enterprise. 

While it is true that there may not be an 
equality between the amount of revenue 
and the amount of cash receipts for any 
period less than the duration of enterprise 
existence, receipts are the elements with 
which we construct all measures of reve- 
nue. A dollar is received at some time during 
the life of the enterprise for each dollar of 
revenue exhibited during the fiscal period. 
The sum of the annual revenues for all fis- 
cal periods is equal to the amount of ulti- 
mate total revenue. There may be no 
equality between the amount of expense 
and the amount of cash disbursements for 
the fiscal period and yet the two sums are 
equal for the life of the enterprise. A dollar 
is disbursed at some time during the enter- 
prise existence for each dollar exhibited as 
expense of the fiscal period. 

The measures of revenue and expense 
are compiled from receipts and disburse- 
ments, although the events—the receipt 
and the disbursement of money—may oc- 
cur in some time-interval other than that 
to which they are distributed as an amount 
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of revenue and an amount of expense. The 
profit and loss statement is designed to ex- 
press the rate at which money is being re- 
ceived because certain enterprise opera- 
tions, such as sales, occurred during the 
year, and to exhibit the rate at which 
money is being spent in order to effect 
those operations. 

Since money may actually be received 
during a period prior to or succeeding the 
one in which the sale occurs, it may be 
necessary to lead or lag the receipt through 
time in order to relate the receiving to a 
particular year’s sales. Similarly it may be 
necessary to lead or lag disbursements 
through time in order to express the rate 
of spending for the year’s sales. Money 
may actually be spent prior to or succeed- 
ing the year in which the purchased instru- 
ments contribute to sales. The accountant, 
in order to obtain his measure of revenue 
and expense, merely redistributes the 
events—the receipt and disbursement of 
money—through time. 

Accountants have their own terminol- 
ogy to describe leads and lags and the proc- 
ess of leading and lagging. They accrue 
revenue when a credit sale occurs or, in 
other words, they lead the receipt through 
time. Wages are prepaid when the dis- 
bursement occurs before the service is 
rendered. The expenditure is lagged 
through time. Receipts may be lagged 
(prepaid) when the money is received be- 
fore service is rendered, e.g., when milk 
and ice tickets are sold before the product 
is delivered. We may lead (accrue) dis- 
bursements when the payment will occur 
in a period subsequent to the one in which 
the service is rendered. 

The procedure of leading and lagging is 
warranted because it is assumed that the 
enterprise is a “going concern.” We may 
lead a receipt of the next year as revenue of 
this year because we have reason to believe 
that the enterprise will continue to operate 
in the future and that it will do so in a man- 
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ner which indicates that the accounts wil] 
be collected. We may lag a disbursement of 
this year as an expense of the following pe- 
riod because we have reason to believe 
that the purchased instrument will be used 
in effecting the next year’s sales and, ac- 
cordingly, its cost or some part thereof is a 
cost of next year’s revenue. 

The postulates guide us to “correct” ac- 
counting practice. We may use them, for 
example, as a basis by which we may select 
the “proper” exhibit of Gross Operating 
Revenue. Our object is to express the rate 
at which money is being received from the 
year’s sales. We may use the Gross Sales 
account, although we know that it may not 
exhibit the amount of revenue for the pe- 
riod. There may be no one-to-one cor- 
respondence between the amount of re- 
ceipts and the amount of Gross Sales for 
the duration of the enterprise. Sales re- 
turns and allowances are granted and they 
are seldom reflected in the Gross Sales ac- 
count. A measured record of these events 
must be subtracted from Gross Sales if we 
are to obtain a result that corresopnds with 
our idea of Gross Operating Revenue. 

It is not enough merely to subtract 
Sales Returns and Allowances from Gross 
Sales. Discounts may have been granted 
and bad debts incurred. A measured ac- 
count of these events must also be sub- 
tracted from Gross Sales if we wish to de- 
termine the amount of Gross Operating 
Revenue. No money will be received if 
discounts are granted and if we fail to col- 
lect accounts. We must, if we are to ex- 
press the amount of revenue for the period, 
adjust the Gross Sales account for such an 
overstatement. We may do so by sub- 
tracting a separate record of Sales Dis- 
counts and Bad Debts. 

We cannot be content with merely re 
cording the amount of sales returns, allow- 
ances, discounts, and bad debts that have 
been incurred. We must foresee the extent 
to which future events will affect the meas- 
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ure of revenue for a past period because 
that measure contains a lead. The so-called 
sales valuation accounts—Sales Returns, 
Allowances, Discounts, and Bad Debts— 
may be records of past and future events. 
Their magnitude may be affected by an- 
tiipations as well as a knowledge of the 


past. 
The “proper” exhibit of Gross Operating 
Revenue is as follows: 
The Acme Company 


Statement of Gross Operating Revenue 
for the year ending December 31, 1941 


Gross Sales $100,000 
Less: Sales Returns $1,000 

Sales Allowances 500 

Sales Discounts 2,000 

Bad Debts 500 4,000 
Gross Operating Revenue $ 96,000 


Our exhibit is “correct”’ because it cor- 
responds with our postulates. The amount 
of gross operating revenue for the period is 
the accountant’s best estimate of the 
amount of money received or to be re- 
ceived from the year’s sales. It is an esti- 
mate because, although much of the money 
has been received, it was necessary to lead 
some receipts for accounts to be paid dur- 
ing the forthcoming year. We do not know, 
as a matter of fact, the precise amount of 
money that will be collected. We can only 
estimate the amount of returns, allow- 
ances, discounts, and bad debts contained 
in the lead. 

Precise accounting is defined as that in 
which the measurements correspond ex- 
actly with the amounts indicated by the 
postulates. For example, an accounting for 
gross operating revenue is precise when the 
amount is exactly equal to the amount of 
money that will be collected from the 
year’ s sales. An accounting for an expense 
is precise when the amount is exactly equal 
to the amount of money that has been or 
will be disbursed in order to effect the 
year’s sales. A procedure, on the other 
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hand, is correct rather than precise. It 
must be designed to yield the results indi- 
cated by the postulates. For example, we 
chose the method which subtracts Sales 
Discounts and Bad Debts from Gross 
Sales as opposed to the method which sub- 
tracts Sales Returns and Allowances only 
because it tends to yield a measure of 
Gross Operating Revenue. The latter pro- 
cedure does not. Where two procedures are 
correct, we chose the one which tends to 
yield the more precise results. In view of 
our definitions, we may say that much of 
orthodox accounting is correct, although 
very little of it yields precise results.‘ 

We have examined the accounting for 
revenue and we may now turn our atten- 
tion to the balance sheet. The valuation of 
Accounts Receivable expresses the extent 
to which leads appear in the measures of 
revenue for past periods. Double-entry 
bookkeeping describes each transaction 
from two points of view. It is not a de- 
scription of two separate transactions. The 
Sales account records the rate of receiving 
money from the year’s sales. The same 
events—sales—are also described as money 
received (Cash) or money to be received 
(Accounts Receivable). Each entry de- 
scribes only one event, and, consequently, 
the value of the one term is the value of the 
other. The amount of money received 
(Cash) or to be received (Accounts Re- 
ceivable) is the amount being received 
during the year. The value of Cash or Ac- 

* We may say to those who classify Bad Debts and 
Sales Discounts as expenses that we have not denied the 
existence of these costs: we merely assert that orthodox 
records do not exhibit their measure. The cost of Bad 
who will not pay their accounts. account Bad Debts 
state the amount of Bad Debt expense as the sales 
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counts Receivable from the year’s sales is 
the value of Sales for the year. 

The principles of valuation for Accounts 
Receivable are, accordingly, similar to the 
principles of valuation for revenue. The 
amount of the lead is equal to the amount 
of future receipts distributed as revenue 
for the period. The value of Accounts Re- 
ceivable is equal to the amount of money 
that may reasonably be expected. The 
aggregate recorded in the account, like the 
aggregate recorded in Gross Sales, may 
overstate the amount of future receipts. 
The error may be adjusted by subtracting 
the amount of the overstatement in the 
several valuation reserves for returns, al- 
lowances, discounts, and bad debts. 

Any error in the valuation of revenue is 
an error in the valuation of Accounts Re- 
ceivable or Cash. Any error in the valua- 
tion of Accounts Receivable or Cash is an 
error in the valuation of the revenue for 
some period. An error exists in the valua- 
tion of Accounts Receivable when the 
amount exhibited is not equal to the 
amount of money that may reasonably be 
expected as of the balance sheet date. An 
error exists in the valuation of revenue 
when there is no one-to-one correspond- 
ence between the amount exhibited and 
the amount of money received or to be re- 
ceived from the year’s sales. The valuation 
of revenue is complementary to the valua- 
tion of Accounts Receivable and Cash. An 
error in the one 7s an error in the other. 

The complementary relation between 
the valuation of Accounts Receivable and 
revenue is no accident. All elements of 
profit and loss are similarly related to some 
balance sheet account. For example, the 
valuation of so-called “‘fixed” assets merely 
completes the record of disbursements 
which are used to measure depreciation 
expense. The amount disbursed for an 
agent of production is lagged and the ac- 
countant distributes the lag through time 
as a rate or rates of spending. The formula 
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for distribution is shaped by our concept 
of the asset and by the related concept of 
expense. 

The most elaborate definition of the as. 
set is that developed by Professor Cap. 
ning.® The essence of his decision may be 
restated as follows: Any future service or 
series of services, in money or convertible 
into money, that may reasonably be ex- 
pected by a proprietor is an asset to him, 
This statement differs slightly from that 
which appears in Canning’s text. The sery- 
ice or services, contrary to the original 
declaration, need not be legally or equita- 
bly secured to the proprietor in order to be 
an asset to him. The holder of a United 
States bond may have no legal or equitable 
security at a given time and yet all ac- 
countants would assert that he has an as- 
set. An illegal gambling contract may be 
an asset to the beneficiary. Legal and equi- 
table security merely add to the reasona- 
bleness of the proprietor’s expectation, as 
they provide a means of seeking satisfac- 
tion when the service or services are not 
forthcoming as originally scheduled. They 
do not assure the flow nor is the flow neces- 
sarily dissolved in their absence. 

All future services to the proprietor are 
not his assets, for all are not in money or 
convertible into money. Policemen, fire- 
men, and some government agencies are 
useful. It is reasonable to expect much 
business activity because policemen, fire- 
men, and some government agencies are 
active. However their mere existence or the 
exercise of their powers does not constitute 
an asset to the beneficiary. The services 
are not directly in money and the proprie- 
tor cannot compound them into a product 
which will yield him a money return. 

The elements of all assets are not listed 
on all balance sheets. Some are implied. If 
the enterprise is a “going concern,” it may 
be reasonable to expect future labor serv- 


Ibid., Chapters II and III. 
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ices, for example. However only the rela- 
tively minor item, Prepaid Wages, is gen- 
erally exhibited. The rest is left to the 
imagination. 

Buildings, Machinery, Equipment, and 
Inventories are commonly listed as assets. 
These instruments are, in themselves, use- 
jess. A building cannot provide shelter for 
very long without a janitor. Someone must 
press the button to start and to stop ma- 
chinery. Salesmen are needed to provide 
apleasant atmosphere for customers. When 
the instruments are listed as assets, the fu- 
ture services associated with their use are 
implied. Labor, power, heat, light, repairs 
and maintenance must be had or the in- 
struments are useless and the proprietor 
has no asset. 

We must distinguish between the agent 
and the asset. The former is merely an in- 
strument which will render a service. The 
latter is the future service or services. A 
delivery truck, for example, is an agent. 
Future transportation is the asset. How- 
ever we cannot procure future transporta- 
tion because we have a delivery truck or 
the right to use one. We must also have 
gasoline, oil, tires, repairs, and a driver. 
Furthermore we must expect conditions 
that will favor the use of these instruments 
before we can say that an asset exists. It is 
possible, for example, that we will discard 
the delivery truck and the associated in- 
struments in favor of a parcel delivery 
service. We have, under those circum- 
stances, no asset except salvage. 

We cannot distribute the disbursements 
for agents through time merely because we 
conclude that an asset exists. We must 
know the asset’s size. Measurement pre- 
supposes a unit of measure. For example, 
we cannot determine the size of a room un- 
less we have available the “foot” or the 
“yard.” Accountants have used a number 
of different units of measure, e.g., the year- 
of-use, the unit-of-product, and the ma- 
chine-hour. The asset Machinery may be 


15,000 future machine-hours of use. It is 
asserted that the proprietor will use his 
machinery that number of hours and it is 
accordingly implied that he will acquire 
the power, labor, and repairs necessary to 
procure the given quantity of service-units. 

When the size of an asset has been deter- 
mined, we may calculate its total cost.® 
Again, we must distinguish between the 
agent and the asset, for each has a total 
cost. The amount, in the former case, is 
the difference between the amount of the 
original outlay for the instrument and its 
salvage value. This sum is the amount ac- 
tually disbursed. The total cost of an asset 
on the other hand, is the total amount of 
money disbursed or to be disbursed for the 
number of future services indicated by the 
asset’s size. It is the total cost of the agent 
plus the total cost of all services required 
for the agent’s use. We may express the 
concept algebraically as follows: 


T=Vo—Vat > 0 (1) 


where T is the total cost of the asset, V» the 
amount of the original outlay for the 
agent, V,, the amount of the agent’s salvage 


t=n 
value, and >, 0 the sum of all disburse- 
t=O 


ments for essential related services from 
the present (¢=0) until such time as the 
asset’s services have been realized (t=m). 

The value of T is the amount to be dis- 
tributed as expense over m years. The 
amount that may be allocated to any one 
year depends upon the number of services 
rendered during the period and the average 
total cost per unit of service. The latter 
amount is 


6 For brevity, we have excluded a study of the meth- 
ods by which accountants select a particular unit of 
measure and by which they determine the size of an as- 
set. 
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(2) 
Ys 
tun 


where U is the average total cost per unit 
tn 

of service and >> S is the magnitude of 
t=O 


the asset. The expense for any period is, 
accordingly 


where S, is the number of services rendered 
during the interval. 

The practice of accountancy has pro- 
duced some unfortunate results. The year- 
of-use is commonly selected as a unit of 
measure. The layman is confused. He does 
not distinguish between the magnitude of 
the asset and the number of time-intervals 
over which disbursements are to be dis- 
tributed as expense. The two quantities are 
equal and yet they do not express a meas- 
ure of the same thing. 

Unless we refer to the concept of the as- 
set, it is difficult to see why we should dis- 
tinguish between the year-of-use as a unit 
of measure and the fiscal period. For exam- 
ple, a machine is said to be three future 
years-of-use. The total cost of the agent 
(Vo-V,) is $1,000 and the total cost of re- 


lated services( ym 0) is $2,000. The aver- 
tn 


age total cost per unit of service (per year- 
of-use) is $1,000. No more than one unit of 
service (year-of-use) will be rendered dur- 
ing any one fiscal period (year) and, ac- 
cordingly, the amount of the expense per 
annum is equal to the average total cost 
per unit of service. A very different result 
may be obtained if we select some other 
unit of measure. 

It is common practice to select the year- 
of-use as the unit of measure for the agent 
and to accrue disbursements for related 
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services as if they were separable events, 
The three future years-of-use are not con- 
sidered as a stock. We act as if we needed 
only to purchase the agent, for we do not 
say that the total cost of each unit of sery- 
ice is equal to the total cost of every other 
one. It may be, for example, that the time. 
schedule for related costs is as follows: 


Year Disbursed 
1 $450 
2 650 
3 900 
$2,000 


If the year-of-use is selected only for the 
agent, we would exhibit the following ex- 


penses: 
Year Agent Related Annual Expense 
1 $ 333 $ 450 $ 783 
2 333 650 983 
3 334 900 1,234 
$1,000 $2,000 $3,000 


This method yields incorrect results if 
the year-of-use is the proper unit of meas- 
ure. The total cost of related services can- 
not be separated from the total cost of the 
agent. We imply unrealistic circumstances 
when we treat the two costs independently. 
We suggest that the agent may be op- 
erated without power, labor, and repairs. 
As a consequence, we understate the 
amount of expense for the first two years 
and we overstate it for the third period.’ 


7 There may be a number of reasons for the difference 
in the annual costs for related services. It may be that 
continued use of the machine will require increasing out- 
lays for repairs. We may view an outlay during the 
third year as a payment for wear and tear of the first and 
second years. > outlay during the first year will pur- 
chase use for the second and third periods. 

The annual costs may differ for other reasons. We 
may pay more in each of the three years for the same 
amount of service or we may buy more service at the 
same price. In the former case, we did not pay a different 
price for each service because we did not buy them sepa- 
rately. When we bought the machine, we were, by m- 
plication, committed to purchase all three yea: 
although we could disburse a different amount in each 
the three years. If each instalment on the piano differs 
from the other, we do not say that we differ- 
ent at different prices! 

e purchase of an increased amount of power, labor, 
and repairs may indicate a more intensive or extensive 
use of the ine during the forthcoming years. It is 
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If the amount of expense is said to be 
$1,000 for each of the three years, we need 
not exhibit a single figure. The rate of 
spending for the machine, power, labor, 
and repairs may be shown separately in the 
profit and loss statement. And what is 
more, the related services may be accrued 
as they are in common practice. Consist- 
ency requires, in the latter event, that the 
total cost of the agent shall be distributed 
in a manner that, in view of the accruals, 
will yield a result for the asset in accord 
with equation (3). For example, the ac- 
crued expenses for the first year may be 
Labor $200 and Power $250. These ac- 
counts may be exhibited in the profit and 
loss statement. The depreciation expense 
for the agent is $550 or that amount which 
added to the sum of the accruals will equal 
the aggregate amount of expense for serv- 
ices from the asset during the period. The 
concept may be expressed algebraically as 


Da=Ea—Oa (4) 


where D, is the amount of depreciation ex- 
pense for the agent, E, is the total amount 
of expense from the asset during the pe- 
riod, and O, is the total amount accrued 
for services associated with the agent dur- 
ing the year. 

It may be objected that, to measure E,, 
it is necessary to forecast the amount to be 
disbursed for related services. However the 
mere fact that forecasts are made shouldnot 
beused as an excuse to condemn the pro- 
cedure. We cannot measure depreciation 
expense without a forecast.* Furthermore 
there is no @ priori reason why errors aris- 
ing from forecasting the total cost of re- 
lated services should be larger than that 


likely that some other unit of measure should be se- 
lected. Each of the three years-of-use must be an equal 
amount of service. 

_ "We will ignore the fact that salvage value and the 
size of the asset must be forecast. The amount of salvage 
is frequently small in proportion to the agent’s total cost 
and the percentage of error arising from mistaken fore- 
casts is negligible. Mistaken estimates of the asset’s size 
isa frequent source of considerable error. 
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arising from an independent valuation of 
the asset’s component parts. 

The valuation of a depreciable agent is 
another aspect of the measurement of de- 
preciation expense. We describe, by double 
entry, the amount of the lag and, sec- 
ondly, the amount disbursed. There is only 
one event—the disbursement of money— 
and it is described in two ways: as a time- 
lag and as a disbursement. When we “de- 
preciate” Machinery, we are concerned 
with the distribution of the lag through 
time. The double-entry describes the dis- 
bursement in two ways: as a time-rate of 
spending (depreciation) and as a deduction 
from the lag (Reserve), for a part of the 
lag is no longer to be distributed as ex- 
pense. Both sets of entries deal with the 
same event—the disbursement of money. 
One set indicates the amount of the lag and. 
the other exhibits the amount of the lag 
distributed as expense of the fiscal period. 
One set is complementary to the other. If 
the lag is incorrect, the amount distributed 
through time is in error. If the wrong 
amount is distributed through time, the 
amount to be lagged at the close of the pe- 
riod is incorrect. 

For example, the amount of depreciation 
for the agent may be more or less than 
$550 during the first year and the value of 
Machinery at the close of the period is ac- 
cordingly smaller or larger than $450. 
When a greater amount is lagged at the 
end of the year, there is a smaller amount 
of depreciation expense for past periods. 
When a smaller amount is distributed as 
expense, there is a larger amount to be 
lagged at the end of the year. 

While we can say that the value of the 
agent at any given time is the amount of 

* For example, it is admitted that the total cost of re- 
lated services may be more or less than the estimated 
or lees than $1,000. However there is prior 
reason why the amount of this error should be more or 
less than error contained in the statement that expense 


for the period is $783. Certainly there is an advantage 
in using a method that has defined limits! 
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the lag, we cannot say that asset valuation 
is an absolute procedure. It is meaningless 
to say that an asset is 15,000 future ma- 
chine-hours or three future years-of-use 
unless we can say that the services are to 
be had at the lowest available cost per 
unit.’° Otherwise the proprietor may aban- 
don his agent and acquire services else- 
where. Our equipment is obsolete. The 
price to be paid for future services should 
not exceed the total cost of acquiring the 
stock in the most economical manner. Al- 
gebraically 


Vo—Vat Vo—Vat 
t=n = U t=—n = (5) 


where the service-unit formula refers, in 
the one case, to the asset and, in the 
other, to the average total cost per unit of 
service from alternative means. The pres- 
ent valuation of the agent is, accordingly 


t=0 


where U is the average total cost per unit 
when the service is provided in the most 


t—n 


economical manner available, )) S the 


sum of services to be had from the proprie- 
t=n 

tor’s agent, and >> 0 the total cost of 
t=0 


services related to that agent. 

Assume that our proprietor held his 
agent one year. At the close of the period, 
the services may be had from an alterna- 
tive source at an average cost per unit of 
$900. The value of Vo is, accordingly, $250. 

1° The fact that the services are sold at a lower cost 
per unit is not always evidence that we may obtain them 
at a favorable price. If it is necessary to close the plant 
while equipment is replaced, the total cost of a loss in 


business may more than offset an advantage in purchase 
price. 
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That amount is the price to be paid for ser. 
ices still to be had from the agent. At sucha 
price, the asset’s total cost will not, in view 
of the anticipated total cost of related 
services ($650+$900), exceed the price at 
which the two future years-of-use may be 
had in the most economical manner. The 
amount of the lag at the close of the period 
should not be greater. 

We have indicated that much of the ac- 
counting for profit and loss of a past period 
involves forecasting. When we lead re 
ceipts, we forecast the amount to be col- 
lected. When we lag disbursements, we 
forecast, among other things, the number 
of service-units to be had and their total 
cost. We are not endowed with perfect fore- 
sight. Of course we make mistakes. The 
amount of Bad Debts will frequently be 
more or less than the amount of the allow- 
ance; business men will retire an agent be- 
fore or after the anticipated time. Each 
mistake means an error in our estimate of 
profit and loss for a past period of time. We 
are in a more difficult position than the 
proverbial witness: Not only do we have 
trouble in describing what happened, but 
we must guess what will happen before we 
can describe the events of the past! 

Mistaken forecasts introduce a new cat- 
egory—capital gains and capital losses. We 
make the adjustments because we change 
our anticipations. They are not a part of 
positive or negative income because they 
have no time dimension." They are in- 
stantaneous. We may make them because 
we believe that we have incorrectly dis- 
tributed a given amount of receipts and 
disbursements through time or that we 
have mistakenly estimated the amount of 
receipts and disbursements to be dis- 
tributed through a given number of fiscal 
periods. 

Accountants are well aware of their ex- 
istence, for accountants have long been 


1 See Erik Lindahl, “The Concept of Income,” Eco 
nomic Assays in Honour of Gustav Cassel, 339. 
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A Study of Accounting Curricula 141 
sem- § concerned with so-called capital adjust- believe in the balance sheet valuations. 
cha | ments. A balance sheet valuation is All enterprise accounting is, in one sense, 
view — changed and, as a consequence, there isan profit and loss accounting, for we are al- 
ated — increase or decrease in the amount of reve- ways concerned with the distribution of 
eat — nue or expense-for some period or periods. receipts and disbursements through time. 
y be — While accountants do indicate capital ad- All enterprise accounting is therefore dy- 
The justments, it is not too much to say that namic. The fact that we exhibit momentar- 
riod many have concealed them in a maze of _ ily the amount of our leads and lags should 

bookkeeping. Adjustments to surplus are not distract from the kinetic character of 
-ac- | not always reported in a generally availa- our procedures. We prepare a balance sheet 
riod f ble statement. as a check—a revaluation, so to speak—of 
Te- Our study suggests that we reject Pro- our distributions between the past and fu- | 
col. — fessor Dewing’s conclusion. Theincomeac- ture. The statement contains many ele- 
we count is not more fundamental than the ments of profit and loss. It exhibits the 
iber — | balance sheet. It cannot be so because bal- amount of future receipts and disburse- 
otal ance sheet valuations are generally an- ments which have been represented as 
ore- other aspect of income measurements. revenue and expense of past periods, and it 
The When we are concerned with the amount shows past receipts and disbursements 
be of Accounts Receivable, for example, we which will be distributed as revenue and 
ow- are concerned with the amount of revenue expense of future years. The balance sheet 
be- for a past period or periods. When we are nd the profit and loss statement are com- 
ach interested in the valuation of Machinery, plementary: each completes the picture by 
e of we are also interested in the amount of de- presenting a different aspect of enterprise 
We — preciation. It may be that we have more receipts and disbursements. Professor Dew- 
the use for the information provided by the ing found this to be true when he intro- 
ave profit and loss statement, but we cannot duced the subject of obsolescence.” 
but have faith in that information unless we — ® See especially op. cit., 621-623. 
we 
at- 
| A STUDY OF ACCOUNTING CURRICULA 
of ArtTHUR D. MAXWELL AND W. Howarp TAYLOR 
ney 
in- URING 1940 the Curriculum Commit- _ tionnaires were informative and helpful to 
use teeandthemembersoftheAccount- the Committee and to the Department. 
lis- ing Department of the Wharton With the thought that the data might be 
nd School of Finance and Commerce, Univer- of interest to others this analysis and sum- 
we sity of Pennsylvania, made a study of the mary of the answers to the questions has 
of accounting curriculum to determine if it been prepared. The replies of the gradu- 
lis- needed revision. As an aid in this study, ates are considered first. 
cal two questionnaires were sent out: one to 

the Deans of the fifty-two other schools in A. SUMMARY OF REPLIES OF 
ex- the Association of Collegiate Schools of GRABUATES 
2eN Business, and the other to 494 graduates in This questionnaire was sent to the 494 
nce accounting (classes of 1930 to 1939, inclu- graduates who had either majored in ac- 

sive). The answers received to these ques- counting or had taken sufficient semester 


credits in accounting to allow them to se- 
lect accounting as a field for research. 
Every senior in the Wharton School must 
do research work and write a thesis on 
some business or economic subject for 
graduation. If the student has selected a 
major field of study, he will pursue his re- 
search in that field. A general group stu- 
dent (no major field selected) may do re- 
search in any one of a number of fields pro- 
vided he has completed at least the mini- 
mum number of semester credits required 
for research in that field. The accounting 
majors were required to take 25 semester 
credits in accounting while the require- 
ment to do research in accounting was 15 
semester credits. Neither of these figures 
includes 4 semester credits for accounting 
research. The questionnaire presented 
questions about employment as well as 
questions on curriculum. 

Replies were received from 203 men, or 
a 41% return. The answers to the ques- 
tions on employment are discussed first. 
The type of work being performed by 
those who answered the questionnaire was 
first classified into accounting and non-ac- 
counting with the following results: (deci- 
mals adjusted to one place) 


Number Per Cent 
In Accounting Work 137 67.5 
In non-Accounting Work 66 32.5 
Total Replies Received 203 100.0 


An analysis of the 137 engaged in ac- 
counting work showed that 120 or 87.6% 
were graduates who had majored in ac- 
counting. Of the 66 engaged in non-ac- 
counting work, 46 or 69.7% were account- 
ing majors. Replies from accounting ma- 
jors, therefore, totaled 166, of which 120 or 
72.3% showed that the men were doing ac- 
counting work while only 46 or 27.7% had 
gone into other fields of endeavor, either 
upon graduation or at some later date. 

A further break-down of the 137 engaged 
in accounting work is given below: 
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Number Per Cent 
Public Accounting 54 39.4 
Private Accounting 70 $1.1 
Governmental Accounting 9 6.6 
Teaching Accounting 4 2.9 
137 100.0 


An analysis of replies of those now in 
public accounting revealed that 51 had 
majored in accounting while in college. 
The remaining 69 accounting majors, still 
in accounting work, were therefore em- 
ployed in private and governmental ac- 
counting or in teaching accounting. 

How successful have students been in 
finding jobs in their field of specialization 
upon graduation? The first position held 
by 152 or 74.9% was in accounting work, 
while 51 or 25.1% were first employed in 
non-accounting work. Sixty-six or 32.5% 
of the 203 graduates replying to the ques- 
tionnaire obtained their first position with 
a public accounting firm. The fact that 
some classes graduated during depression 
years undoubtedly affected the obtaining 
of positions in the field of specialization. 
One hundred and fifty-seven stated that 
specializing in accounting aided them in 
obtaining a position. 

Later there was some transferring be- 
tween fields of employment. Nineteen en- 
tered public accounting upon graduation 
and later entered private accounting. Fif- 
teen entered private accounting upon 
graduation and later switched to public 
accounting. Twenty-one of those now in 
accounting did not obtain their first posi- 
tions in accounting. Thirty-six of those not 
now engaged in accounting work obtained 
their first position in a bookkeeping or 
other accounting capacity. Eight of these 
had entered public accounting upon gradu- 
ation while ten others had entered public 
accounting at a later date. 

What has been the relative success of 
those engaged in accounting work? The 
data relating to this question are classified 
according to public accounting, private ac- 
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counting, governmental accounting and 
teaching accounting. 


Number Per Cent 
1. Public Accounti 
(a) Princi or Partners (all 
uated in 1935 or ear- 
ier) 15 27.8 
(b) Seniors 10 18.5 
(c) 10 18.5 
d) Juniors in 
ws 1937 or later) 19 35.2 
54 100.0 
2. Private Accounti 4 
(a) Controller or Chief Account- 
ant (7 graduated in 1934 
. earlier) (10 12.8 
Accountant gradu- 
a ated in 1934 or earlier) 15 21.4 
(c) Auditor 8 11.4 
(d) Accountant and Office Man- 
ager 2 2.9 
'e) Cost Accountant 13 18.6 
f) Financial Statistician 2 2.9 
Clerk (16 graduated in 1937 
or later) 21 30.0 
70 100.0 
3. Governmental Accounting pp 
Examiners 3 33.3 
Internal Revenue Examiner 2 22.3 
City Auditor 1 11.1 
Other Accounting Work 3 33.3 
9 100.0 
4. Teaching Accounting “4 100.0 


The 66 graduates who were not engaged 
in accounting work reported their positions 
as follows: 


Number Per Cent 
Proprietors 9 13.6 
Clerks (all graduated before 1936) 6 9.1 
juction Supervisors 
Salesmen 5 7.6 
Students 5 7.6 
Assistant Managers (type not 
stated) 4 6.1 
Credit Investigators ~ 6.1 
Credit 4 6.1 
Lawyers 4 6.1 
Production Managers 3 4.5 
| Managers 3 4.5 
Credit Supervisors 2 3.0 
Manager (foreign subsidi- 
ary company) 1 1.5 
Governmental (contract labor in- 
vestigator) 1 1.5 
Purchasing Agent 
Teacher 1 1.5 
Total 66 100.0 
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The above summary shows that, of 
those graduates now in industry in non- 
accounting work, 40 out of 55 appear to be 
employed in a supervisory capacity. These 
figures were computed by eliminating the 
11 graduates not in industry and also the 
clerks (6), salesmen (5) and credit investi- 
gators (4). 

As the summaries on employment indi- 
cate, graduates who majored or researched 
in accounting are in many types of work, 
both in the accounting and non-accounting 
fields. This fact should be considered when 
studying the summaries of answers to the 
questions on curriculum which will now be 
presented. 

The accounting courses from which the 
203 graduates had met their accounting re- 
quirements were: 


Title Semesters Semester 
Credits 

Elementary Accounting § 1 5 

Intermediate Accounting 3 2 6 

Cost ting 3 1 3 

Auditing 3 1 3 

Accounting Systems 2 2 4 

Tax 2 1 2 
Advanced Accounting 

Prob! 2 1 2 

Field Trip Course 2 2 2 

ting Research 2 2 4 

31 


Accounting majors were required to take 
all of these courses except the field trip 
course which was limited to 12 students 
each year. The proportions of those reply- 
ing who did and did not take all the ac- 
counting courses offered, except the field 
trip course, are given below: 


Total replies received 203 100.0% 
Sixty-one of the 166 accounting majors 
also took the field trip course. 


The graduates were asked in which 
courses they believed the time allowance 
should be increased and in which courses it 
should be decreased. Their answers were: 
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Number of Recommendations 

Course for 

Increase Decrease 
Elementary Accounting 0 1 
Intermediate Accounting 24 6 
Cost Accounting 78 6 
Auditing 44 13 
Accounting Systems 35 17 
Income Tax 55 2 
Advanced Accounting 

Problems 43 0 

Field Trip Course 11 1 
Accounting Research 0 5 


Other suggestions made by graduates 
were: make auditing more practical, give 
an advanced accounting theory course in 
the senior year and give more mathematics 
of accounting. Three suggested giving a 
course in accounting systems for small 
businesses such as the corner grocery 
store! Five thought they should have had 
more specific training in the duties of a 
junior accountant. One said he got nothing 
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spect to the accounting curriculum, or the 
data in the replies were incomplete and 
could not be compared with the other 42 
replies. 

The schools have been classified in four 
groups based on their geographical loca- 
tion: East, Middle West, Southeast and 
Southwest, and Rocky Mountain and Far 
West. The reader may analyze this re- 
gional breakdown of the data in the tables, 
No general conclusions are presented in 
these comments with regard to the sec- 
tional totals because there appear to be 
few striking differences in the data for the 
different sections of the country. Brief 
comments at this point are presented con- 
cerning each of the accompanying tables. 


Table I 
The data in this table show that the 


TABLE I 
NuMBER OF CREDITS REQUIRED FOR GRADUATION FOR THE BACHELOR’S DEGREE 


Credits Total 120 121-125 | 126-130 | 131-135 | 136-140 | 141-144 
Number of Schools 
East 9 1 1 4 2 1 
Middle West 13 be 3 4 1 
Southeast & Southwest 12 3 2 6 1 
Rocky Mountain & Far West 8 4 4 
Totals 42 13 10 14 2 2 1 


out of the accounting courses because they 
did not deal with real business problems. 


B. RESULTS OF QUESTIONNAIRE TO 
MEMBER SCHOOLS OF THE ASSOCIA- 
TION OF COLLEGIATE SCHOOLS 
OF BUSINESS 


As previously mentioned, this question- 
naire was sent to the Deans of the 52 other 
schools in the Association of Collegiate 
Schools of Business. Replies were received 
from 48 schools. Of this number, six were 
not included in the study because the 
schools were on a graduate basis with re- 


number of credits required for graduation 
for the bachelor’s degree falls between 120- 
130 semester credits for 37 of the 42 
schools. 


Table II 


The number of undergraduate semester 
credits in accounting offered shows a con- 
siderable variation in the course hours de- 
voted to accounting subjects. Ten schools 
offer less than thirty semester hours in ac- 
counting, while ten schools offer more than 
forty-five semester hours. It would seem 
that accounting majors graduating under 
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TABLE IT 
NUMBER OF UNDERGRADUATE CREDITS IN ACCOUNTING OFFERED 
Total | 21-25 | 26-30 | 31-35 | 36-40 | 41-45 | 46-50 | 51-55 
Number of Schools 

East 9 1 2 2 2 2 

Middle West 13 2 + 1 2 2 1 1 

Southeast & Southwest 12 2 5 2 3 

Rocky Mountain & Far West 8 1 1 2 1 1 2 

Totals 42 5 6 8 8 5 7 3 

TABLE III 
RELATIONSHIP—ACCOUNTING CREDITS OFFERED TO TOTAL CREDITS REQUIRED FOR GRADUATION 
Percentage Total | 1359 | 2195 | 2640 | 3640 | 414s 
Number of Schools 
East 9 1 1 2 5 
Middle West 13 3 3 3 2 2 
Southeast & Southwest 12 2 3 3 1 2 1 
Rocky Mountain & Far West 8 1 3 2 2 
Totals 42 7 7 5 12 6 5 
these different circumstances would repre- Table IV 


sent very great differences in accounting 
training. Certain factors are, however, un- 
known. Some schools offer many courses 
that few students take. In some cases the 
courses are given in alternate years or in- 
termittently. Finally, the content of like 
courses may vary considerably from school 
to school and the teaching staffs are un- 
doubtedly of different capacities. 

The results shown in Table III indicate 
that 23 of the 42 schools offer accounting 
courses to the extent of 30% or more of the 
total hours required for graduation. The 
percentages for the schools in the south- 
east and southwest appear slightly under 
the percentages for the other sections of 
the country. The far-western schools, with 
the exception of one, offer hours in account- 
ing courses in excess of 30% of the total 
hours required for graduation. 


The semester credits in accounting re- 
quired for graduation with a bachelor’s de- 
gree in accounting (accounting majors) 
shows that the majority of the schools re- 
quire from 20 to 30 semester hours in ac- 
counting for graduation. Seven schools 
have no majors. Students elect to concen- 
trate in a field and with the consent of their 
advisors take a majority of the courses of- 
fered in their field of concentration. Other 
schools require from 6 to 12 hours of ac- 
counting for graduation from the school of 
business. In these cases accounting or 
other fields may be elected as a field of 
concentration. The schools in the latter 
two classifications answered the question- 
naire assuming that their students concen- 
trating in accounting correspond to the 
majors required in other schools. 
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Taste IV 


SEMESTER CREDITS IN ACCOUNTING REQUIRED FOR GRADUATION WITH A BACHELOR’s DEGREE IN ACCOUNTING 


Of the 35 schools requiring a certain 
number of hours for graduation as an ac- 
counting major, 18 require 20% or less of take more than 70% of the semester hours 


TABLE V 
RELATIONSHIP OF ACCOUNTING CREDITS REQUIRED FOR GRADUATION TO THE TOTAL SEMESTER 


Credits Total | NoMaior| NoMsior! 13-20 | 21-25 | 26-30 | 31-35 | 36-40 
Number of Schools 
East 9 1 2 3 1 2 
Middle West 13 1 2 o 4 1 1 
Southeast & Southwest 12 2 7 2 1 
Rocky Mountain & Far West 8 1 2 1 1 1 2 
Totals 42 2 5 3 13 10 4 5 
Table V Table VI 


Twenty-six of the 35 schools offering a 


CreEpits REQUIRED FOR GRADUATION 


major in accounting require such majors to 


Percentage Total |NoMajor} 1349 | 21s | 26%0 | 314s | 3640 
Number of Schools 
East 9 1 2 4 2 
Middle West 13 1 8 1 1 
Southeast & Southwest 12 2 7 2 1 
Rocky Mountain & Far West 8 3 1 1 2 1 
Totals 42 7 18 8 5 2 2 


quire more than 25%. 


the total hours required for graduation to 
be in accounting subjects. Nine schools re- 


TABLE VI 


they offer in accounting. This observation 
may be compared with (Table VIII) the 
estimate that students majoring in ac- 


RELATIONSHIP OF SEMESTER CREDITS IN ACCOUNTING REQUIRED OF Majors FOR GRADUATION TO 
SEMESTER CREDITS IN ACCOUNTING 


Percentage Total Majors 7140 abo or 
Number of Schools 
East 9 1 i 3 - 
Middle West 13 1 1 3 3 4 he 
Southeast & Southwest 12 2 2 1 1 3 2 1 
Rocky Mountain & Far West 8 3 2 2 1 
Totals 7 
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Taste VII 
AVERAGE SEMESTER CREDITS IN ACCOUNTING TAKEN By ACCOUNTING Majors 
Credits Total | 4°. | 20-25 | 26-30 | 31-35 | 36-40 | 41-45 
Number of Schools 
East 9 1 2 1 2 2 1 
Middle West 13 1 3 6 2 1 
Southeast & Southwest 12 a 4 2 1 
Rocky Mountain & Far West 8 1 1 3 2 1 
Totals 42 3 il 14 6 6 2 


counting usually take more than 70% of 
the semester credits offered in accounting 
in 33 of the 39 schools answering the ques- 
tion. The information in Table VII (used 
with Table II in constructing Table VIII) 
giving the average credits in accounting 
usually taken by accounting majors is the 


concentration ranked first in 27 of 35 
schools replying to the question. 
Table XI 


In Table XI is given a list of the courses 
offered in accounting by the 42 schools in- 
cluded in the study. Schools indicating 


TaBLe VIII 


RELATIONSHIP OF SEMESTER CREDITS IN ACCOUNTING USUALLY TAKEN BY ACCOUNTING Majors TO 
SEMESTER CREDITS IN ACCOUNTING 


Percentage Total 5050 6140 1140 
Number of Schools 
East 9 1 3 2 3 
Middle West 13 1 1 3 4 4 
Southeast & Southwest 12 1 2 5 2 2 
Rocky Mountain & Far West 8 1 1 1 3 2 
Totals 42 3 2 4 11 11 11 
TasLe IX 


judgment of the individuals preparing the 
answers to the questionnaires. 


Table IX 


Twenty-eight schools offer accounting 
courses in the second, third and fourth 
years of the four-year course. Twelve 
schools offer accounting courses in all four 
years. 


Table X 


The number of students majoring in ac- 
counting as compared to other fields of 


YEARS IN WHICH UNDERGRADUATES TAKE 
AccouNTING COURSES 


vem 
Number of Schools 
East 6 3 9 
Middle West 2 11 13 
Southeast & Southwest 2 9 1 12 
West 2 5 1 8 
Totals 12 | 28 | 2 | 42 
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TABLE X 


NuMBER OF STUDENTS MAJORING IN ACCOUNTING COMPARED TO THE NUMBER OF STUDENTS IN 
OrHER FIELDs OF CONCENTRATION 


—— 


No Accounting | Accounting | Accounti 
Total Answer First Second Third ® 


Number of Schools 
East 


Middle West 

Southeast & Southwest 
Rocky Mountain & Far West 
Totals 42 27 


that they offered an accounting systems systems are favored. It seems that govern- 
course under that title are listed under ac- mental accounting, however, is of primary 
counting systems. Various schools offered importance. 

courses in specific types of accounting sys- 

tems, Silda listed separately in the ta- Table XII 
ble. Without examination of the content The use of laboratory courses as an aid 
offered in the general accounting systems in teaching accounting is shown in Table 
courses it is impossible to determine which XII. Thirteen schools give no laboratory 


TABLE XI 
AccouNnTING CouRSES OFFERED CLASSIFIED ACCORDING TO CREDIT Hours 


44-5 | 53-6 | 64-7 | 74-8 | 84-10 


Elementary Accounting 
Intermediate Accounting 
Cost Accounting 
Auditing 
Income and Other Tax Accounting 
Advanced Accounting Theory 
C.P.A. Problems & Advanced Prob- 
lems 
Accounting Systems 
Governmental 
Public Utility 
Real Estate 
Petroleum Industry 
Pharmacists—Retail 
Mining 
Engineering 
Brokerage 
Merchandise 
Contractors 
Lawyers 
Building and Loan 
Bank 


7 1 
3 3 
1 


POO 


25 
26 
13 
5 
2 
5 
6 
3 
1 


PANS 


Fiduciary Accounting 

Analysis of Financial Statements 
Budgets and Budgetary Control 
Mathematics of Accounting 
Accounting Seminar 
Controllership Accounting 

S. E. C. Accounting 

Other Courses 


NWO 
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TABLE XII 


AccouNTING LABORATORY PERIODS HELD FoR Various ACCOUNTING COURSES 


Hours per Week No. of 

1 2 3 4 5 6 | Schock 
Elementary Accounting 1 13 2 7 1 1 25 
Advanced Accounting 5 2 7 
Auditing 6 2 8 
Cost Accounting 1 5 6 
C. P. A. Problems 1 1 2 
Accounting for Law Practice 1 1 


courses. Fourteen schools have a labora- 
tory period for only one course. Fifteen 
schools of the group have laboratory 
periods for more than one course. As 
shown by Table XII laboratory periods 
are held for elementary accounting in 25 
schools. Only a few schools have labora- 
tory periods for the advanced accounting 
courses. No information was obtained as to 
whether the laboratory courses were either 
compulsory or supervised. 

As a result of the questionnaires sent to 
the graduates and to the schools, and the 
recommendations of the Accounting De- 
partment to the Curriculum Committee, 
the Faculty of the Wharton School of Fi- 
nance and Commerce approved a new ac- 
counting curriculum. The new curriculum 
increases the semester credits offered in 
accounting from 31 to 39. The semester 
credits in accounting required to graduate 
as an accounting major are increased from 
29 to 31. The prerequisite for taking the 


accounting research course is increased 
from 15 to 20 semester credits in account- 
ing. The hours of instruction are increased 
in four courses as follows: accounting sys- 
tems, from two hours a week for two 
semesters to three hours a week for two 
semesters; income tax, from two hours a 
week for one semester to three hours for 
one semester; advanced accounting prob- 
lems, from two hours a week for one se- 
mester to three hours a week for one se- 
mester; auditing, from three hours a week 
for one semester to two hours a week for 
two semesters. Semester credits for the 
field trip course are eliminated although 
the course is still offered. Two new courses 
are offered: advanced cost accounting for 
three hours a week for one semester and 
advanced accounting theory for two hours 
a week for one semester. The new curricu- 
lum will go into operation beginning with 
the 1942-43 school year. 
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EXAMINATION OF BOOKS AND RECORDS 
FOR USE IN A CRIMINAL TRIAL 


Jor M. BAKER 


NCREASING activities of the various 
I Federal agencies in examining, investi- 

gating, and regulating commerce and 
industry have no doubt taken away from 
the accounting profession some of the work 
formerly performed by public accountants. 
The profession as a whole has not suffered 
from the loss of such engagements, but on 
the contrary, has immeasurably benefited 
in other ways from these increasing activi- 
ties by the Federal government. Private 
industry and individuals are seeking more 
and more the expert assistance of skilled 
accountants in interpreting and following 
the laws, rules, and regulations of the vari- 
ous governmental agencies affecting ac- 
counting principles and practices. Many 
practicing accountants are now called 
upon to testify before governmental agen- 
cies on behalf of their clients, and consider 
such work as professional routine. 

It is likely that Federal agencies have 
taken the responsibility of examining and 
investigating many cases of an accounting 
nature which were formerly under the 
control and supervision of accountants en- 
gaged in private practice, or were not ex- 
amined at all. Many of these cases develop 
criminal aspects, and require months of 
thorough investigation and preparation by 
governmental accountants and attorneys 
before a positive or negative conclusion 
can be reached, and before the cases are 
ready for criminal prosecution. In numer- 
ous cases of this type, practicing account- 
ants have been called upon to testify in 
various capacities, either as expert wit- 
nesses giving expert opinions or conclu- 
sions, or to testify to actual knowledge of 
specific entries or transactions. 

Many of the Federal agencies have the 


authority delegated by Congress to hold 
public and private hearings, to examine 
books and records, to question witnesses 
under oath, and to issue and serve sub- 
poenas and subpoenas duces tecum. Other 
Federal agencies do not possess such au- 
thority, but merely investigate cases by in- 
terviewing witnesses, and some of the most 
effective work is performed in this manner, 
It is the practice of numerous agencies to 
assign attorneys and accountants to a case 
to investigate it jointly. The main purpose 
of an investigation is to develop the facts 
in a case, and to determine what evidence 
exists to later prove these facts, if such 
proof is necessary. It has been the general 
policy of Congress in establishing a regula- 
tory agency to provide it with investiga- 
tive authority and the power to employ 
attorneys and accountants for investiga 
tive duties. When such specific authority 
was not included in the act establishing the 
agency, cases of a criminal nature are usu- 
ally investigated by the Federal Bureau of 
Investigation under authority delegated to 
it by Congress. Many agencies of the Fed- 
eral government have their own investiga- 
tive or examining organizations, such as 
the Securities and Exchange Commission, 
Internal Revenue Department, Post Office 
Department, Commodity Exchange Ad- 
ministration, Federal Deposit Insurance 
Corporation, and the Federal Reserve 
Board. Most of these agencies perform pe 
riodic accounting examinations and rou- 
tine investigations. Some of these agencies 
or departments independently complete 
the investigations of all of their cases 
which develop criminal angles, while oth- 
ers turn cases of a criminal nature over to 
the Federal Bureau of Investigation for 
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further investigation. While each agency 
has its own manner and procedure in con- 
ducting a regular accounting examination 
or investigation, the general method is 
somewhat similar to a regular audit, al- 
though it may vary materially, depending 
upon the type of case and the purpose of 
the examination. Most agencies have de- 
veloped uniform systems for the regular, 
periodic investigations, and formal, uni- 
form reports are required after the work 
has been completed. Those cases which 
develop actual criminal violations, or 
cases which involve persons who are sus- 
pected of violating the criminal laws of the 
United States, usually require much more 
work and more minute investigation than 
those mentioned above. No standard, uni- 
form method can be entirely relied upon in 
conducting an accounting examination of a 
criminal case, because of the circumstances 
surrounding the case, the type of the case, 
and the practices employed by those in- 
volved, and last but not least, the method 
or system used by the subjects or princi- 
pals (referred to legally as the modus op- 
erandi). 

Investigations of criminal cases involve 
the examination of books and records of 
many and varied types of business enter- 
prises. In addition it is necessary to rely 
upon the books and records of various 
kinds of businesses and financial organiza- 
tions such as hotels, insurance companies, 
banks, brokerage houses, etc., in establish- 
ing proof and in verifying the authenticity 
of transactions. The use of secondary evi- 
dence is important in proving the authen- 
ticity or falsity of contents of books and 
records of an original or primary nature 


. and it is seldom that entries of transactions 


contained on books and records of this 
classification are accepted without being 
compared with those found in the records 
of the party or parties on the other side of 
the transaction. In numerous cases the 
original or primary books and records have 


been destroyed or have been made un- 
available otherwise and in such circum- 
stances the use of secondary evidence is 
usually permitted by the court and is re- 
lied upon as proof. In either case, it is 
customary to refer to and rely upon sec- 
ondary evidence in conducting the exami- 
nation and in most cases books and records 
of this type are produced at the Court 
trial, although reference to such records 
may not be necessary during the trial. An 
accountant assigned to such work may 
spend weeks or longer in examining the 
books and records of mining companies, 
stock and commodity brokerage firms, 
state and national banks, clearing houses, 
stock exchanges, building-and-loan asso- 
ciations, power and light companies, pub- 
lic-utility holding companies, railroads, 
insurance companies, advertising agencies, 
whisky distilleries, breweries; perhaps also 
the books of reindeer farms, frog farms, 
patent medicine manufacturers, and chain 
mortuaries. Although the variety of the 
work adds to the interest of the cases, 
there are times when it would not be irra- 
tional to prefer one type of case to an- 
other. Some people are “allergic” to 
working in mortuaries, as was proven in 
one case, and a frog farm could be described 
facetiously as “nature in the sublime.” 
Most of the accounting work is interesting, 
and no type of case is more stimulating 
than one involving the tracing of stolen 
bonds and actual currency through banks, 
stock brokerage offices, and other deposi- 
tories. Much work of this type was per- 
formed by government accountants and 
agents during the heyday of kidnaping a 
few years ago; and led to visits to many 
unusual and out-of-the-way places such as 
the remote wilds of Oregon mountains 
where part of the bills of currency paid as 
ransom in a well-known kidnaping was 
buried in vacuum bottles and fruit jars. 
Most banks keep complete records relating 
to the receipt and delivery of large bills of 
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currency, and only in rare cases have finan- 
cial institutions failed to keep detailed rec- 
ords of bonds coming into their possession. 
The records of the Federal Reserve bonds 
are especially reliable and complete. 
Criminal investigations undertaken by 
the Federal agencies usually arise from 
three major courses: (1) evidence of fraud 
is occasionally uncovered during regular, 
periodic examinations of books and rec- 
ords by government accountants, or be- 
cause of suspicion aroused during these 
periodic examinations by peculiar circum- 
stances encountered by the examiners; (2) 
evidence developed by employees of the 
Federal agencies scanning the trade jour- 
nals and newspapers for items of interest, 
and by keeping in touch with each other 
and with state investigative bodies, and 
more or less, in touch with possible victims 
of fraud where it is practicable, and (3) 
complaints filed by or on behalf of victims 
of fraud. Probably the greater number of 
investigations of a criminal nature result 
from complaints filed by victims. In rare 
cases complaints are filed presumably by 
envious competitors, or by someone who 
has “‘an ax to grind.”’ Due weight is given 
to the facts upon which an investigation is 
predicated before the actual investigation 
is started, and if the case is one which re- 
quires considerable time, usually a pre- 
liminary investigation is undertaken to de- 
termine whether the complaint or other 
basis of the investigation is just. 

Before the accountant can intelligently 
begin the examination of the books and rec- 
ords of a company under investigation, or 
of a company or bank which will be used as 
a source of information or as documentary 
evidence in the case, he usually reviews the 
complaint, the report on the preliminary 
investigation, if one has been made, and in 
many instances he interviews various per- 
sons who may give him helpful informa- 
tion. There are times when he may discuss 
the books, records, and transactions with 
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possible defendants in the case in order to 
obtain information, but the use of discre. 
tion is necessary in such circumstances, If 
it is thought that the person may possibly 
be a defendant, he is advised of his consti- 
tutional rights, and told that any informa. 
tion given by him will be strictly volun. 
tary. It is explained to him that any 
information given by him will be used 
against him if necessary, as generally any 
admissions by him and any conversations 
which take place in his presence are admis- 
sible against him (Graham v. United States, 
15 F. (2d) 740). Accountants usually give 
the preliminary phase of the case serious 
thought, because a careful study andre- 
view of all the information that has been 
developed, and that can be developed bya 
preliminary survey will eliminate much 
unnecessary work, and will be of assistance 
in planning intelligently the procedure and 
scope of the examination. 

The different kinds of analyses, summa- 
ries, and schedules that can be prepared 
are limited only by the imagination and 
skill of the accountant, due weight being 
given to their importance and admissibil- 
ity. The trial attorneys are usually willing 
to study the working papers that have been 
prepared, if the accountant explains the 
meaning of their contents. Many of the 
working papers are prepared for the purpose 
of aiding the trial attorney in the case, and 
without the intent of submitting them as 
exhibits in the trial. 

An accounting examination for a crimi- 
nal-court trial differs materially from a de- 
tailed or cash audit, in that it usually re- 
quires a much more detailed and minute 
examination of particular, specific ac- 
counts, entries, or items. While the com- 
mercial audit covers all accounts of 
substantial or material amounts by test 
checks, verifications, etc., depending on in- 
ternal checks and controls, and finally sum- 
marizes the results of the operations in 
balance sheets and income statements, the 
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accountant performing an accounting ex- 
amination for a criminal case concentrates 
on specific items. If certain entries in an 
account are found by him to be false, all 
information relating to the falsity of the 
entries is developed, such as a complete 
analysis of the ledger account, the names 
of the persons responsible for the entries, 
the identification of the handwriting in the 
entries and postings, the details of the orig- 
inal entries appearing in the journals, cash 
books, and other books of original entry, 
and an examination of the memoranda and 
correspondence supporting the entries. It 
is usually necessary to depend on outside, 
independent records of companies and in- 
dividuals to prove the falsity of the entries. 
Sometimes it is difficult for a person who 
has not had courtroom experience in a 
case of this type to realize the necessity of 
giving so much detailed attention to the 
specific items and entries. 

It is a safe practice to make a detailed 
inventory of all books and records that are 
made available for examination, as a de- 
scription of these books and records may 
be needed later when subpoenas duces te- 
cum are issued. Also, it may be necessary 
to prove later on the witness stand that the 
records that were examined are the same 
records that have been brought into the 
courtroom. There are some cases on record 
in which the books were considered so im- 
portant that pencil copies were made of 
the first entries on the front of each page, 
and the last entries on the back of each 
page. No attempt was made to have these 
pages photostated, because the govern- 
ment agency did not wish to disclose at the 
time that any importance was attached to 
these pages. Later, when it was found that 
changed sheets had been substituted and 
that the original sheets had been with- 
drawn, it was not difficult to prove on the 
witness stand that the books had been 
changed and that the original sheets were 
missing. If the accountant has custody of 


the records, it is a safe practice to give a 
receipt for them and to require a receipt for 
them when they are returned. A corpora- 
tion’s records can be subpoenaed and used 
as evidence against the corporation in a 
criminal trial, and ordinarily against any 
individual who is a defendant. However, 
the books and records of an individual who 
is a defendant cannot be used against him 
in a criminal trial, on the theory that a per- 
son cannot be required to testify against 
himself, unless he voluntarily submits 
them and waives his constitutional im- 
munity. Wilson v. United States, 221 U. S. 
361, 31 S. Ct. 538, 55 L. Ed. 771, Ann. Cas. 
558. What is admissible evidence, and what 
is not is constantly kept in mind, and often 
there is so much doubt created concerning 
this phase of the investigation that a gov- 
ernment attorney’s opinion is sought. The 
laws relating to the admissibility of books 
and records and testimony therefrom have 
been rather vague and conflicting. In 1936 
Congress passed a law for the purpose of 
clarifying the rules of evidence relating to 
books and records, which has eliminated 
most of the confusion and doubt that ex- 
isted. (Sec. 695, Title 28, U. S. Code.) Prior 
to the passage of this Act some courts in 
admitting books and records in a criminal 
trial, required the presence and testimony 
of each person making the entries involved, 
and of each person taking any part in re- 
cording the supporting memoranda and 
also of each person taking part in the ac- 
tual transactions which resulted in these 
entries. Other courts in such cases followed 
the rule which permitted the introduction 
of such books and records of a business by 
merely having them identified by an officer 
or by an employee who had regular custody 
of them. In numerous criminal cases books 
and records were included on the grounds 
that the entries were not made at or about 
the time the transactions occurred, that 
the entrant or maker lacked personal 
knowledge of the transaction, that the 
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books and records had been reconstructed 
or recopied, or that the entries were not 
relevant, material, etc. This Act of Con- 
gress provides such books and records are 
admissible by merely having an officer of 
the business identify the books and records 
and testify they were kept in the regular 
course of business, or by having some other 
person to do this who can properly do so; 
and that all other circumstances such as 
the lack of personal knowledge, etc. shall 
not affect their admissibility but may be 
shown to affect their weight. After com- 
pleting a few cases for court trial, an ac- 
countant develops a knowledge of the law 
of documentary evidence which is usually 
sufficient in performing accounting exami- 
nations of this type. Until he has gained a 
fair knowledge of such rules of evidence, he 
is usually assigned to assist some other ac- 
countant who has had more experience in 
this type of work. 

After the books and records have been 
made available for examination, and after 
the preliminary review or study has been 
completed, the accountant by this time has 
developed a plan of procedure, and his ex- 
amination of the records begins. In a 
complex case he is often compelled to 
change the plan of procedure, and in nu- 
merous instances he will follow leads which 
will prove negative. In some instarices he 
will find the entire case to be negative as to 
results in developing indications of fraud. 
However, many of the cases he investi- 
gates develop evidence of fraud and viola- 
tions of the criminal statutes of the United 
States, as most of the complaints are given 
careful consideration before the actual in- 
vestigation is undertaken. At times this 
part of the work grows tedious in a long 
drawn out case, but if some important, un- 
expected evidence or unknown phase of the 
case is brought to light from the examina- 
tion of the books, this discovery is “the 
pause that refreshes,” and the drudgery of 
the work is forgotten. If the entire case 
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proves negative, he may feel confident that 
the long, tedious examination of the ree. 
ords resulted in a thorough job, and that 
the subjects in the case were, no doubt, not 
guilty after all. Some cases have required 
months of preparation for court trials, and 
there have been cases which required a 
year and longer in order to properly exam. 
ine the records and prepare the case for 
prosecution. 

The methods and procedures in making 
the examination of the books and records 
are difficult to describe, because the proce- 
dure depends upon the type of case that is 
being investigated, the circumstances sur- 
rounding the case, the information or evi- 
dence already developed, and the condition 
of the books and records. The procedure 
followed in the examination of the books 
of a defaulting bookkeeper is entirely dif- 
ferent from that followed in examining the 
records of a stock exchange and brokerage 
firm to determine whether or not some 
speculator has manipulated the market 
price of a security. Even the systems used 
by two defaulting bookkeepers would or- 
dinarily differ, which would somewhat 
change the procedure to be followed in 
examining their books. The accountant has 
the duty of making the examination so 
thorough that he will be able to prove his 
findings and conclusions in court, and this 
is just as important as detecting the fraud. 
The most essential elements in proving 4 
fraud case are to show the dishonesty of 
the transactions involved, and to establish 
responsibility for the criminal act. The 
former is accomplished by proving false 
representations, false entries, the fraudu- 
lent failure to make entries when they 
should have been made, the failure to dis- 
close material information, the practice of 
deceit, the lulling of unsuspecting persons 
into a false sense of security, and other 
false and fraudulent practices. The latter is 
ordinarily proven by oral testimony of 
victims and other witnesses and from hand 
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writing appearing on signed documents 
such as letters, checks, receipts, etc. and 
occasionally, it is necessary to rely upon 
finger-prints and photographs. One of the 
most elementary cases of fraud to prove is 
that of withholding cash receipts and not 
making any entries on the books for these 
receipts. In contrast, one of the most com- 
plex cases to investigate and prove in court 
is that involving well-hidden, illegal prac- 
tices of a large, inter-connected, far-flung 
corporation whose subsidiaries, operations, 
properties, and records are scattered to the 
four winds. However, there are few cases 
which are more interesting to investigate 
than that of a company of this type, and 
in most cases its records are well kept. 

Too much detail would be required to 
describe the procedure that is followed and 
the particular pains that are taken in de- 
tecting the fraud and in establishing the 
proof of the evidence, but this is the most 
important part of the case from the ac- 
countant’s viewpoint, whether the case is 
large or small. As the work progresses, the 
accountant formulates ideas as to what 
material information has been developed, 
and before the work is completed he 
usually rechecks, revises, and summarizes 
much of the material information he has 
accumulated in the working papers. Dur- 
ing this time, he forms an idea of the infor- 
mation that he will include in the formal 
report of the results of his work. If the 
working papers are voluminous, he places 
on each set the name of the book or record 
from which the information was obtained, 
if he failed to do this at the time the work- 
ing papers were prepared. He does this 
because he will, no doubt, be called upon 
when testifying to identify the book from 
which each working paper was prepared. 

A formal detailed report is then sub- 
mitted by him to his agency, and later a 
copy is usually transmitted to the U. S. 
attorney having jurisdiction over the 
prosecution of the case. If it is decided that 


the case warrants presentation to the 
grand jury, the U.S. attorney later pre- 
sents it to this body. The U. S. attorney 
has the authority of bringing a misde- 
meanor case before the court by filling an 
“information,” which eliminates the neces- 
sity of presenting it to a grand jury. Most 
of the cases are presented to a grand jury 
that are referred to a U. S. attorney by a 
Federal agency, and usually the accountant 
has numerous conferences with the U. S. 
attorney, and is required to testify before 
the grand jury. After hearing the evidence, 
and after due deliberation, the grand jury 
either returns a “no bill” indicating that 
the grand jury does not consider the evi- 
dence strong enough to have the case 
tried, or “a true bill” indicating that the 
grand jury believes the evidence warrants 
a court trial. If an indictment is returned, 
the case is later placed on the court calen- 
dar for trial at a future date, and before 
the case comes up for trial subpoenas and 
subpoenas duces tecum are prepared and 
issued. In more complicated cases, the ac- 
countant assists in preparing the sub- 
poenas duces tecum, because of the tech- 
nical descriptions of the books and records 
that will be needed. He is kept busy during 
the course of the trial in checking in the 
books and records, conferring with attor- 
neys, assisting at the counsel table in the 
courtroom, and testifying as to the results 
of the examination he made of the records. 
Some courts will not permit a witness to 
sit in the courtroom during the trial, and 
the trials are not as interesting to the ac- 
countant who has been excluded because 
he will later testify. Many courts permit 
government and defense to have one ac- 
countant representing each side present in 
the courtroom during the trial. It has 
taken weeks and weeks to finish the trial of 
some of the criminal cases which required 
accounting examinations, and only recently 
it required six months to complete the trial 
of one case in the Pacific Northwest, which 
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broke the standing record of length of du- 
ration of a case tried previously in the 
South. The recent trials of a few civil cases 
have lasted even longer. Most persons con- 
nected with the trial of a large case are 
glad when it ends, as there is considerable 
responsibility and much work during the 
course of the trial. 

The testimony given by an accountant 
as to the results of his examination is that 
of an expert witness, and he is required to 
qualify as an expert. Westinghouse Elec. 
Mfg. Co. v. Denver Tramway Co., 3F. (2d) 
285,—Rogers om Expert Testimony (2d 
Ed.), Sec. 15-21. This is usually accom- 
plished by his answering questions asked by 
the prosecuting attorney about his educa- 
tion and experience. After this is com- 
pleted, the defense attorneys further ques- 
tion him, if they think it is necessary. 
Quite often the defense attorneys forego 
this preliminary, and state to the court 
that they do not question the accountant’s 
qualifications as an expert. Whether or not 
the accountant’s qualifications are satis- 
factory depends upon the opinion of the 
court. The laws are rather conflicting as to 
the limit to which an accountant can go in 
testifying, and most state courts permit a 
wider range of testimony than do the Fed- 
eral courts; and there has been some con- 
flict in the decisions of different Federal 
courts relating to this point. The general 
rule in the Federal courts is that an ac- 
countant testifying as an expert can testify 
from the summaries, analyses, and sched- 
ules which he prepared from the books and 
records to assist the court and jury in ar- 
riving at the meaning of the contents of 
certain accounts or entries in these books 
and records; or to explain the meaning of 
some complicated entry which would not 
ordinarily be understood by a layman; and 
that ordinarily the contents of a book or 
record “‘best speak for themselves and are 
the best evidence.” Coplin v. United States, 
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88 F. (2d) 652. Shreve v. United States, 
77 F. (2d) 2. Wilkes v. United States, 80 F, 
(2d) 285. Foshay v. United States, 68 F. 
(2d) 205, Some courts will permit an ac. 
countant in testifying to refer to simple 
entries and read from books and records 
for the purpose of saving time and speed- 
ing up the procedure. It is a well-defined 
and adhered to rule that any book or ree. 
ord must be either introduced as evidence 
in the trial or else produced in court prop- 
erly identified and made avilable for ex. 
amination by the defense at the time the 
accountant testifies concerning its con- 
tents; or from which summaries, analyses, 
or schedules have been prepared and are 
entered as exhibits in the trial. Wilkes vy. 
United States, 80 F (2d), 285. In either 
case, their materiality, relevancy, and ad- 
missibility may be questioned by the de- 
fense counsel or by the court, and the ac- 
countant’s testimony and all exhibits, 
schedules, and analyses prepared from the 
books fall if the books and records are ex- 
cluded. A supervising accountant can gen- 
erally testify to the working papers of 
other accountants who have assisted him, 
if he has checked back their working 
papers to the books, which in effect make 
their work part of his own. Many volumes 
have been written on documentary evi- 
dence, and many articles have been de- 
voted to the subject of expert testimony, 
and these furnish invaluable references to 
persons who are interested in these sub- 
jects. If an accountant confines his testi- 
mony to actual facts which he has devel- 
oped from his examination of the books 
and records, and qualifies any other testi- 
mony, such as opinion testimony, as it 
should be qualified, he will feel that he has 
presented a fair unbiased, and satisfactory 
description of the results of his examina- 
tion after he has concluded and has been 
told ‘“That’s all, step down.” 
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THE DOCTRINE OF PROPRIETORSHIP 


Y. C. Coow 


counting practice or published fin- 

ancial statements the term proprie- 
torship appears almost invariably in 
accounting textbooks as an important 
concept. The concept is usually set forth as 
a simple fact or idea—that of the owner’s 
equity in a business. Upon analysis, how- 
ever, it represents a family of ideas and an 
accounting doctrine in itself. It is at once a 
conception of business enterprise and in- 
come, and of the function of accounting, a 
point of view, and an assumption explicitly 
or implicity adopted to support a body of 
accounting principles. Since the concept is 
subject to various interpretations, and 
since the difference in the point of view 
taken by different writers is at the root of 
many of the present controversies in ac- 
counting theory and practice, it seems 
worthwile to state and examine this doc- 
trine of proprietorship in its entirety, and 
to evaluate the reasonableness and validity 
of its assumptions. 


count infrequently used in ac- 


THE DOCTRINE STATED 


The essentials of the proprietorship con- 
cept as usually presented in present-day 
textbooks can be fairly briefly summa- 
rized. The proprietor is a natural person or 
a group of natural persons who undertake 
a business adventure through the medium 
of a convenient organization, either sole- 
proprietorship, partnership, or corpora- 
tion. He is the owner of the business and 
the receiver of: the residual income after 
paying off all the contractual expenses of 
the business. As proprietor of the business, 
he owns all the assets and owes all the 
liabilities; the excess of his assets over his 
liabilities measures his net interest or pro- 
prietorship in the business. Assets, liabili- 
ties, and proprietorship thus constitute the 


three basic aspects of a business situation; 
and it is the function of accounting to re- 
cord, analyze, and report on the changes 
and status of these three aspects of busi- 
ness from time to time. 

Proprietorship is enhanced by income or 
profits and decreased by expenses or losses. 
Since propcietorship increase is recorded 
by credit entries and proprietorship de- 
crease by debit entries, profit-and-loss 
items fit readily into the scheme of ac- 
counting as subdivisions of the proprietor- 
ship category. The profit-and-loss sum- 
mary gives the detailed analysis of the 
changes in proprietorship during a period 
of time. It is a schedule of the proprietor- 
ship item in the balance sheet and fur- 
nishes the connecting link between two 
consecutive balance sheets. 

From the point of view of the proprietor 
any payment to an outsider necessary to 
the conduct of the business is a cost or 
expense. Contractual interest and taxes 
would be costs of the same general signifi- 
cance as that of material and labor service 
purchased by the business. Imputed in- 
terest charges on proprietary investment, 
on the other hand, never constitute an ele- 
ment of cost. It is no cost to the proprietor 
any more than money taken from one pock- 
et into another is cost. 


MODIFICATIONS OF THE DOCTRINE 


Slight variations may be found in the 
statement of the proprietorship theory in 
different textbooks. To most proprietor- 
ship theorists assets, liabilities, and pro- 
prietorship are three independent cate- 
gories and the accounting equation best 
expressed by assets minus liabilities equals 
proprietorship. A few, however, relegate 
liabilities to the status of negative assets 
thus reducing the accounting equation to 
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two dimensions: assets (net) equals pro- 
prietorship. Some would define the whole 
of revenue as proprietorship increase and 
the whole of expenses and losses as pro- 
prietorship decrease; others consider 
‘gross profit’ only, not the whole of sales, 
as proprietorship increase and exclude cost 
of goods sold from the category of pro- 
prietorship decrease.? Apparently, to the 
latter school, which takes only the excess 
of sales over cost of goods sold as proprie- 
torship increase, proprietorship increase 
and decrease mean literally profit and loss. 
To the former, which identifies cost of 
goods sold along with other operating ex- 
penses as proprietorship decrease, the term 
proprietorship decrease comes to assume 
some meaning other than loss, for cost of 
goods sold can hardly be interpreted as a 
pure loss. Logically, if cost of goods sold is 
interpreted as proprietorship decrease, 
then every asset decrease, whether expense 
or loss, whether revenue or capital charge, 
constitutes proprietorship decrease. No 
writer except Canning appears to hold 
such a view. 


PATON’S CRITICISM OF THE DOCTRINE 


As outlined above the proprietorship 
theory is characterized by a sharp distinc- 
tion between debt and ownership (liabili- 
ties and proprietorship,) the identification 
of ‘nominal’ items as temporary phases of 
proprietorship, and the emphasis of the 
final proprietary income. Paton pointed 
out that the line of distinction between 
debt and ownership is not clear-cut under 
modern conditions. Legal ownership of as- 
sets does not rest with the proprietors 
(stockholders) in the case of corporations. 
Economic ownership in terms of control, 
capital furnishing, and risk taking, does 
not lodge in any particular class of inves- 
tors under any type of business organiza- 


_ | Bell, Kohler, and Rorem, for instance, hold this 


view. 
2 Hatfield, Kester, and most other proprietorship 
theorists hold this view. 


The Accounting Review 


tion. The identification of ‘nominal’ items 
in abstract terms of proprietorship ob. 
scures the realistic nature of revenue and 
expense.’ The all-inclusive concept of pro- 
prietorship decrease blurs the distinctions 
between expense, loss, income distribution, 
and even preferred dividend. The income 
sheet which is essentially a discriminating 
analysis of revenue and expenses becomes 
two undigested sets of proprietorship in- 
creases and decreases. The proprietorship 
concept blocks the way to the preparation 
of legitimate income sheet. Considering the 
effect upon the income sheet as a state. 
ment of managerial efforts and accom- 
plishments, Paton contends, the entity idea 
is infinitely better than the proprietorship 
idea.* 


CANNING’S THEORY OF PROPRIETORSHIP 


As an interpretation of the proprietary 
type of accounting and an answer to some 
of the above criticisms Canning presents 
an entirely new and unorthodox theory of 
proprietorship in his Economics of Ac- 
countancy.® A ‘proprietor,’ he says, is not 
(necessarily) the owner of the business en- 
terprise; he is only the ‘holder of assets.’ 
In the case of sole-proprietorship and part- 
nership, the proprietor or asset-holder is 
also the owner of the business. In the case 
of the corporation, the stockholders are not 
the ‘proprietor’; the corporation is. The 
corporation is not an entity separate and 
distinct from the proprietor; the corpora- 


3 According to Paton, revenue as a credit account 


Tepresents a mixture of suspended asset credits and an 
element of equity increase (if business is profitable; the 
latter being the credit balance remaining after the former 
(asset decreases representing costs assignable to reve- 
nue) is determined and deducted. And expense, as a 
debit account, represents a step in the transfer of that 
part of revenue credit, which measures the cost of reve- 
nue, to the credit of the respective asset accounts after 
the various amounts of asset decreases are determined. 
The expense charge breaks up the mixed content of the 
revenue credit, thereby revealing the element of income 
or equity increase. 

* Paton: Accounting Theory, pp. 52-53, and lecture 
notes, 1939 Spring. 

5 Chapters 4 and 5 on Liabilities and Proprietorship. 
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tion, the ‘proprietor,’ and the asset-holder 
are one and the same person. 

Since the ‘proprietor’ as asset-holder has 
the immediate interest in the total assets, 
‘proprietorship’ is not net asset or net 
worth but gross interest in the assets. ‘Pro- 
prietorship’ and assets, in other words, are 
co-extensive terms. And since no one but 
the ‘proprietor’ has the immediate interest 
in the assets, liabilities or creditorship can- 
not be defined as interest in or claim 
against the same assets; they are personal 
debts of the ‘proprietor.’ Personal debts, 
Canning points out, need not be paid off 
by any asset listed on a particular balance 
sheet of any date. 

The gross interest of the ‘proprietor’ in 
the assets Canning calls ‘gross proprietor- 
ship’ as distinguished from ‘net proprie- 
torship’ which is the difference between 
‘gross proprietorship’ and liabilities. ‘Net 
proprietorship,’ however, does not repre- 
sent the stockholders’ equity or net-inter- 
est in the corporate assets. The stockhold- 
ers, like the creditors, have no immediate 
interest in the corporate assets. ‘Net pro- 
prietorship’ represents the net interest of 
the ‘proprietor,’ the debt-free estate of the 
asset-holder. And being the difference be- 
tween ‘gross proprietorship’ and liabilities, 
it is not a valuation of any independent 
category, but a mere difference between 
two valuations. 

While ‘net proprietorship’ is numeri- 
cally equal to the net worth or proprietor- 
ship section of the ordinary balance sheet, 
the sum of ‘net proprietorship’ is not found 
from the various items of net worth. 
Rather, the various items are the result of 
the analysis of the sum (which is a mere 
numerical difference). Thus in Canning’s 
system, there is place only for the immedi- 
ate interest of the ‘proprietor’ or asset- 
holder, but not for the beneficial interest 
of the stockholder. The stockholders are 
the owners of corporate shares, not of cor- 
porate assets, and the valuation of corpo- 
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rate shares are not recorded on the corpo- 
rate accounts. 

If the stockholders are considered to 
have no disect interest in the corporate 
assets any more than the creditors, it 
seems that a reasonable parallel exists be- 
tween the stockholders and creditors as 
indirect claimants to assets with the cor- 
poration acting as a sort of intermediary. 
Canning, however, ignores this similarity 
in the stockholder and creditor positions. 
The ‘proprietor,’ he says, is legally bound 
to render some service to the creditors 
whose interests are therefore adverse to 
the ‘proprietor’ as an asset-holder. But the 
‘proprietor’ does not owe anything to the 
stockholders; the latter owns the debt- 
free estate of the former. The interest and 
point of view of the ‘proprietor’ is hereby 
reconciled with that of the stockholders. 

All these may sound rather confusing to 
any one not familiar with his Economics — 
of Accountancy. What his theory of pro- 
prietorship amounts to is this. First, to 
establish a concept of proprietorship he 
draws a sharp distinction between ‘pro- 
prietor’ and creditor, between ‘proprietor- 
ship’ and liabilities. This he does, not by 
applying the usual tests of title, risk, con- 
trol, or any such criteria, but by defining 
‘proprietor’ as a mere asset-holder and the 
creditors as holders of personal claims. It 
follows that ‘proprietorship’ which repre- 
sents asset-holder’s interest in the assets 
naturally has nothing in common with 
creditorship or liabilities which represent 
claims against a person. 

Secondly, he points out that the ‘pro- 
prietor’ or asset-holder is the unifying con- 
cept which renders the theoretical ap- 
proach to the accounting problems of a 
corporation the same as that of sole-pro- 
prietorship or partnership. Under all types 
of business organizations, he contends, the 
affairs of the enterprise consist of (1) a set 
of services proceeding from designated 
items held by the ‘proprietor’ (assets), (2) 
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the interest of the ‘proprietor’ as recipient 
of the benefit of that set of services (‘gross 
proprietorship’) and (3) the set of services 
that the ‘proprietor’ has become bound to 
render to others as an incident to the run- 
ning of his business (liabilities.) Canning 
sees that the proprietorship theory as 
ordinarily stated has definite limitations 
under corporate conditions. By legal defini- 
tion the stockholders do not own the cor- 
porate assets, and corporate liabilities are 
not the personal debts of the stockholders. 
The proprietorship theory is rationalized 
and unified under corporate conditions 
only by indentifying the corporation as the 
‘proprietor’ who, like the proprietors of 
other types of business organizations, 
holds all the assets and owes all the li- 
abilities. 

It should be noted, however, that in 
drawing the exact line of distinction be- 
tween ‘proprietor’ and creditor and in 
unifying the theory of proprietary ac- 
counting under all types of business organ- 
izations Canning substitutes and confuses 
the proprietorship concept with a sort of 
entity concept. For to recognize the sepa- 
rateness of the corporation and its inves- 
tors and the corporation as the holder of 
corporate assets is exactly the position 
taken by the entity theorists. Thus, in his 
description of the proprietorship theory 
Canning comes pretty close to the defense 
of the entity theory. But is his really an 
entity concept? Or, if his ‘proprietor’ is 
really an artificial person or entity in the 
case of a corporation, does he follow out 
this entity concept to its logical conclusion? 
In answer it may be said that the crucial 
thing in classifying a theory is the point 
of view one adopts in defining cost and 
income. The question whether the proprie- 
tor as the stockholder, or the entity, or the 
asset-holder, owns the assets and owes the 
liabilities matters little. Insofar as Can- 
ning maintains that the creditor interests 
are adverse to the ‘proprietor’ while stock- 
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holders interest are not, and that contrac. 
tual interest is a cost while dividend is not, 
his fundamental stand is that of the ordi- 
nary proprietorship theorists. 

Canning, however, makes another chal- 
lenging point. After pointing out that the 
stockholder’s interest is not adverse to the 
‘proprietor’ as asset-holder, thereby recon- 
ciling these two points of view, he contends 
that the net interest of the ‘proprietor’ or 
‘net proprietorship’ is not a representation 
of the net interest of the stockholders. The 
valuation of the stockholder’s interest is 
not shown anywhere in the accounts. ‘Net 
proprietorship’ is merely a numerical dif- 
ference between ‘gross proprietorship’ and 
liabilities having no quality of its own. 
This again is at variance with the orthodox 
theory that stockholder’s interest or pro- 
prietorship is one of the three fundamental 
categories of accounting. 

The challenge deserves a careful answer. 
It is very true that ‘net proprietorship’ 
defined as the net interest of the asset- 
holder in the assets is but a numerical dif- 
ference between the asset-holder’s gross 
interest in the assets and his liabilities. It 
does not represent stockholder’s interest 
in the corporate assets as stockholders 
have no immediate interest in any asset. 
And since the asset-holder’s net interest in 
the assets seldom measures the market 
value of the stockholder’s interest, ‘net 
proprietorship’ is not a valuation of the 
latter or of any other independent cate- 
gory. All these, however, do not preclude 
the possibility of recognizing the stock- 
holder’s interest as measured by his origi- 
nal capital contribution and his propor- 
tionate share of income accumulation as a 
source of assets, as a credit against the 
asset debit, as an essential aspect of the 
financial situation or an accounting cate- 
gory. The so-called liabilities, recognized 
by Canning as an independent category, is 
largely an asset-source (whether it be de- 
fined as claims against a person or against 
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the assets), just as the stockholder’s inter- 
ests. The fact that liabilities have to be 
paid on due dates while stockholder’s equi- 
ties are presumably never paid off and that 
the liabilities account is more like a value 
fact (though it is not) while stockholder’s 
equity is admittedly not a capital valua- 
tion are practical differences of impor- 
tance. It is an overemphasis of their 
difference, however, to say that they repre- 
sent two fundamentally different cate- 
gories. It would be absurd to assert that 
one (creditor claim) is an accounting cate- 
gory while the other (stockholder claim) is 
not. 

The whole question resolves itself to 
whether accounting is concerned with the 
asset-holder’s (or any entity’s) immediate 
interest in the assets or with the beneficial 
interest of the investors as natural persons, 
and whether any aspect of the stockhold- 
er’s interest can be given an accounting 
expression. The immediate interest in the 
specific assets may belong to some one 
other than the investors. The corporation 
or the entity may legally claim the owner- 
ship or interest in the whole of corporate 
assets. The asset-holder may have the 
‘gross proprietorship.’ But accounting, per 
se, is not concerned with the immediate 
interest aspect of assets. Such interest as- 
pect cannot and needs not be formally 
recorded. We cannot reflect the asset- 
holder’s interest in borrowed assets in any 
double-entry account system, and we need 
not reflect them because they are always 
ascertainable from the liability accounts. 
On the other hand, certain aspects of the 
stockholder’s interest—capital contribu- 
tion and claim to income accumulation— 
always can be and need be measured and 
accounted for. There is no need of a process 
of subtraction to determine its quantity. 
It is not a mere difference betweeen two 
valuations one of which (‘gross proprietor- 
ship’) is never reflected anywhere in the 
accounts. 


We may say that Canning’s concept of 
asset-holder is useful in pointing out that 
there are two aspects of asset ownership 
that should be carefully distinguished: the 
immediate interest—possession, control, 
and disposal of specific assets—and the 
beneficial interest—claim to income and 
capital, unspecified as to asset items. He 
fails to indicate, however, that accounting 
is concerned only with the second aspect, 
and that that aspect need not have a capi- 
tal value to find accounting expression. We 
may also conclude that his is not an entity 
theory, nor a reconstruction of the pro- 
prietorship theory, but a mere modifica- 
tion of the latter. He starts out with an 
entity approach, fails to follow through, 
and ends with an ordinary proprietorship 
viewpoint. He merely qualifies that the 
owners (stockholders) in the case of a cor- 
poration do not own the assets or owe the 
liabilities; they own the beneficial interests 
in the corporation the valuation of which 
is not shown in the accounts. 


PROPRIETORSHIP AS A POINT OF VIEW 


From the above survey of the several 
interpretations of the proprietorship con- 
cept we found that the attempts to base 
the theory on a concept of proprietor 
sharply distinguished from that of creditor 
on the basis of legal or economic ownership 
are largely unsatisfactory. It is possible, 
however, to work out a theory of pro- 
prietorship along the traditional line with- 
out pretence of any exact distinction be- 
tween proprietorship and creditorship. For 
proprietorship can be taken as general 
point of view and consistently held in de- 
fining cost and income and in the analysis 
of business transactions. 

Thus to view the transactions of a busi- 
ness through the eyes of its proprietors as 
natural persons, it is consistent to treat the 
income of the business as at once the in- 
come of the proprietors; the business as 
such has no income of its own. It is also 
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consistent to ignore the boundaries of legal 
entities and accrue the proportionate share 
of subsidiary’s income on the books of the 
parent company; to include earned surplus 
in figuring book value of the proprietary 
equities; to consider dividend of whatever 
kind as capital return, not income; to treat 
treasury stock as reduction of proprietor- 
ship, not addition to assets; and to recog- 
nize all gains and losses from dealings with 
prior equities or outsiders as gains and 
losses of the proprietors or insiders. Even 
the gains and losses from dealings with re- 
tiring proprietors may be considered gains 
and losses to the remaining proprietors. 
If the legal owners (stockholders in the 
case of a corporation) are identified as the 
proprietor, it is also consistent to treat 
bond interest as cost, and a dividend, 
whether preferred or common, as a dis- 
tribution of income. As an element of cost, 
bond interest enters logically into inven- 
tory and cost of sales, although few, if any, 
proprietorship theorists take such an atti- 
tude. If the residual owner is identified as 
the proprietor, it becomes necessary that 
all prior claims to income whether bond 
interest, preferred dividend, or class A 
common dividend, be treated as cost fac- 
tors. Many of these prior claims, however, 
are never guaranteed or even considered 
by residual owners as bonafide creditor 
claims. Preferred dividend and interest on 
many debenture bonds are as much subject 
to management discretion as common divi- 
dend. Prior claims to income may never 
get paid off. These claimants stand to gain 
and lose according to the success and 
failure of the business just as the residual 
claimants. In either case, the legal or re- 
sidual owners’ point of view, consistently 
held, tends to produce cost and expense 
figures which vary with the type of capital 
structure or method of finance. It is there- 
fore conducive only to that accounting 
function of calculating income as absolute 
gain or loss to an individual identified as 
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the proprietor. For managerial or compar- 
ative analysis of efficiency and success, a 
complete change of the concepts of cost 
and income is needed. A more logical 
stand, one that can be adhered to without 
shift in point of view in the measure of in- 
come and efficiency, requires the recogni- 
tion of the totality of private interests in 
a business as the proprietor, or at least a 
broadening of the concept of proprietor to 
include all long-term investors or income- 
bearing equity-holders. 


CONCLUSION 


It may be concluded that the principal 
concepts of the orthodox theory of pro- 
prietorship are rather vague and few of its 
assumptions valid under modern condi- 
tions. Much of these concepts and assump- 
tions as resting on legalistic ideology of 
ownership, debt, etc., however, are un- 
necessary as they are undefendable. The 
proprietorship theory seems to be more 
plausible when it rests on an ownership 
point of view consistently applied in the 
analysis of business transactions and in de- 
fining cost and income. A narrow concept 
of owner or proprietor, however, is adapted 
only to the needs of calculating proprietary 
income and capital. It is not consistent 
with the more vital functions, in connec- 
tion with managerial analysis, which ac- 
counting is coming to fulfill. A concept of 
proprietor broadly defined as the totality 
of private interests or the long-term inves- 
tors as a class would be more logical and 
workable from the standpoint of theory 
and practice. The adoption of such a broad 
point of view, together with the abandon- 
ment of any sharp distinction between 
proprietorship and creditorship on the 
basis of legal or economic ownership, no 
doubt changes the whole complexion and 
content of the orthodox theory of pro- 
prietorship; and it may be questioned 
whether it may still be called a proprietor- 
ship theory. It offers, however, a logical 
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alternative to the so-called entity theory, 
if there can be an entity separate and dis- 
tinct from its investors, and it lends recon- 
ciliation to the enterprise and managerial 


points of view; the latter, under the exist- 
ing set up of business and finance, deserves 
continued emphasis. 


ARITHMETIC AND ACCOUNTANCY 


J. M. CarrirHers AND R. K. Mavutz 


accountancy know that students fre- 

quently have difficulty with simple 
arithmetical computations. Some of the 
instructors of students in beginning ac- 
countancy at the University of Illinois 
believe this difficulty indicates that the 
average beginner in accountancy has an 
inadequate background in ordinary arith- 
metic, and further, that this lack of arith- 
metic has an important influence upon his 
ability to do satisfactory work in account- 
ancy courses. In an attempt to determine 
whether these beliefs are warranted, an 
examination in arithmetic was given to all 
University of Illinois students registered 
in the first three elementary accountancy 
courses on the first and again on the last 
day of class of the first semester, 1939-40. 
The grades achieved by each student in 
each of these tests were tabulated and 
compared, where possible, with his ac- 
countancy course grade. The following 
paragraphs and tables present the results 
of the arithmetic examinations and a com- 
parison with course grades together with 
such explanatory material as seems neces- 
sary to assist in the understanding of the 
results and conclusions. 

No intention of publishing the results 
was entertained at the time the examina- 
tion was given. The examinations may be 
criticized as not ideally suited for statis- 
tical interpretation of the results, yet those 
who conducted and supervised the study 
believe that the sample included is large 
enough and the results definite enough to 
make publication desirable. 


T= WHO teach beginning courses in 


It is a relatively simple examination 
consisting of twelve short problems. Seven 
of these are calculations only, requiring no 
interpretation; five are presented in sen- 
tence form from which the student must 
determine the proper computation. Every 
problem of the twelve was selected as typi- 
cal of some calculation found necessary in 
elementary accounting work. Space was 
provided for the solution of each problem 
on the examination sheet. In order to avoid 
misunderstanding of the examination 
questions they are presented here in the 
same order and form as given to the stu- 
dents. The material in parentheses accom- 
panying some of the problems here is given 
for explanatory purposes to indicate the 
place of the problem in accounting work; 
it was not included in the original examina- 
tion. Any material not in parentheses was 
included on the examination pages. 


ELEMENTARY ARITHMETIC TEST 


Instructions: All work must be shown and neatly 
arranged on these two pages. 

(1) Add 420.37 
316.70 
125.00 
1090.08 
7328 .48 
40322 .86 


(2) Subtract 73625 
54917 


(3) Multiply 730.29 
5.09 


(4) Divide .98)3450.286 (Cash discount on 
partial payments) 
(5) Express 3%, as a per cent. (Prorating costs) 
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(6) Divide 45; by 4. (Prorating costs) 

(7) The floor of a recreation room is 120 feet 
square. If a diagram of the floor plan were 
to be drawn to a scale of 2 in. = 15 ft., how 
many inches on each side would the 
drawing be? 

(8) A man used in his automobile 18 gallons of 
gasoline at 163 cents per gallon to travel 
255 miles. A special carburetor attach- 
ment is guaranteed to save 15% of the 
fuel bill. How much would the trip have 
cost if the carburetor attachment had 
been installed? 

(9) ROTC regulations prescribe a 30 inch 
($ yd.) step. The distance around the 
parade ground is one mile. How many 
steps does each rookie take in marching 
around the field? 1 mile = 1,760 yards. 
(10) The members of a fraternity ate ? of a case 
of spinach in 9 weeks. At this rate, how 
long will the remainder of the case of 
spinach last? 

(11) Acertain textbook cost the bookstore $2.50 
and was sold to a student for $3.00. The 
profit was what per cent of the cost? 

(12) Solve: 500 6/100 42/360 (Calculation of 
simple interest) 


The same examination was given twice: 
the first day of class and the last. At the 
beginning of the semester 1,270 papers 
were graded and are included in the re- 
sults, 962 arithmetic examination grades 
are included in the results of the second 
test. The difference in number is attribut- 
able to two factors. The first has to do with 
such things as “drops” during the semes- 
ter, ‘‘cuts” the last day of class, and the 
like. The second has to do with the amount 
of time allowed for the examination. Sev- 
eral instructors found the last class period 
taken up with review material to such an 
extent that insufficient time was available 
for the arithmetic examination. The inten- 
tion was to allow thirty-five minutes for 
the examination. As this was generally 
found to be more than sufficient, the 
grades of all students who received a mini- 
mum time of twenty minutes were in- 
cluded. The grades of students who did 
not receive twenty minutes time are not 
included. In no case was more than thirty- 
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five minutes permitted. The amount of 
time allowed for each examination, there- 
fore, was from twenty to thirty-five min- 
utes. The problem of too little time did not 
appear at the beginning of the semester, 

All students in the first three elementary 
accountancy courses were tested. Account- 
ancy 1a is the normal first-semester course, 
a three-hour elementary course required of 
all freshmen in the College of Commerce 
and Business Administration who do not 
take Accountancy le. Accountancy leis an 
alternative two-hour course covering the 
same material offered for those students 
who have had high-school bookkeeping. 
Accountancy 1b is the second-semester 
course, also three hours, required of all 
students registered in the College. Ac- 
countancy 2a is a three-hour course in 
elementary cost accounting given to first- 
semester sophomores. It too is a required 
course. These courses are designed for 
students of freshman or sophomore rank. 
However advanced students from other 
colleges frequently elect to take these 
courses and transfer students from other 
institutions are often required to enroll in 
basic accountancy courses; hence some of 
the papers were undoubtedly written by 
upperclassmen. 

Announcement was made in every case 
that the results of the arithmetic examina- 
tions were not to be considered in deter- 
mining grades for the accountancy courses. 

For grading purposes, each problem was 
counted either right or wrong, one point 
being awarded for each correct solution. 
Thus no fractional grades were possible 
and the grade range runs from a low of a 
possible zero to a high of twelve. 


Results of Arithmetic Examinations 


Table I sets out the number of students 
attaining each possible grade in the arith- 
metic examinations. It shows rather defi- 
nitely that many elementary accounting 
students are not well prepared in arith- 
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TaBLe I 


Resutts OF ARITHMETIC EXAMINATIONS GIVEN TO STUDENTS IN ELEMENTARY ACCOUNTING COURSES AT THE 
UNIVERSITY OF ILLINOIS AT THE BEGINNING AND END OF THE First SEMESTER 1939-40 


Number of Students Attaining Each Grade by Courses 
porn First Examination Second Examination 

la le 1b 2a Total la le 1b 2a = Total 

12 56 10 10 56 132 55 17 9 68 149 

11 70 27 22 82 201 80 25 25 84 214 

10 99 29 29 77 234 74 27 13 50 164 

9 97 29 24 52 202 67 23 29 37 156 

Total passing grades 322 95 85 267 769 276 92 76 86239 = 683 
8 80 20 24 38 162 57 12 19 17 105 

 j 71 13 16 24 124 43 13 14 13 83 

6 57 12 13 9 91 24 9 8 6 47 

5 31 4 5 8 48 9 2 4 4 19 

4 28 8 2 3 41 8 _ 2 3 13 

3 19 2 24 6 6 

2 4 2 1 1 8 3 1 — 1 5 

Total failing grades 293 62 61 85 501 150 38 47 44 279 
Total grades 615 157 146 352 = «1,270 426 130 123 283 962 


metic. If 70% be taken as a passing grade, 
all those who did not solve at least nine 
problems correctly failed the examination. 
The table reveals the number of passing 
and the number of failing grades. Out of a 
total of 1,270 students writing the first 
examination, 501 or 39.4% failed. In the 
second examination the grades were better, 
yet 279 out of 962 or 29.0% failed. The 
number of failures is particularly large in 
the basic course, Accountancy 1a. Almost 
one-half the students taking the first ex- 
amination failed to pass it and over one- 


third failed to pass the second test. It 
should also be noticed that relatively large 
groups of students are found in some of the 
lowest-grade classes. In Accountancy 1a, 
for example, 85 students, almost 13.8% of 
those writing, failed to solve correctly 
more than five of the twelve problems in 
the first examination. 

From results such as these only one con- 
clusion is possible: a large proportion of 
elementary accounting students are unable 
to solve simple arithmetic problems satis- 
factorily. 


TaBLe IT 


REsuLts OF ARITHMETIC EXAMINATIONS GIVEN TO STUDENTS IN ELEMENTARY ACCOUNTING COURSES AT THE 
UNIVERSITY OF ILLINOIS AT THE BEGINNING AND END OF THE First SEMESTER 1939-40 


Results by Courses 
Total Students Average Grade Improvement 
of Second 
Course First Second First Second Over First 
Examination Examination Examination Examination Examination 
la 615 426 69.36% 76.00% 6.64% 
le 157 130 71.97 77.50 5.53 
1b 146 123 73.34 74.53 1.19 
2a 352 283 80.45 84.51 4.06 
Totals 1270 962 73.22% 78.52% 5.30% 
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TABLE III 


REsvuLts OF ARITHMETIC EXAMINATIONS GIVEN TO 

STUDENTS IN ELEMENTARY ACCOUNTING COURSES AT 

Tue UNIVERSITY OF ILLINOIS AT THE BEGINNING AND 
END OF THE First SEMESTER 1939-40 


Results of First Arithmetic Examination by Half-Days 


Wed. A.M 324 72.81% 
Wed. P.M. 341 72.65 
Thurs. A.M 560 74.11 
Thurs. P.M 45 69.07 

Total 1,270 


Table II presents the results of the exam- 
inations by courses. The average grades 
have been placed upon a percentage basis 
to facilitate the comparison of one course 
average with another as the number grades 
do not reveal the slight differences between 
the various courses. 

Perhaps the single most significant fig- 
ure in the table is the average grade for all 
students taking the first examination, 
73.21%. This average grade strengthens 
the belief that students in elementary ac- 
counting courses are not well grounded in 
arithmetic. The average grade improves as 
the courses become more advanced. This 
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indicates that additional accounting work 
improves the students’ ability to solve 
arithmetic problems. The fact that the 
average grade for each course improved 
from the beginning to the end of the 
semester tends to bear this out. Further, 
there is little in the curriculum of the 
College of Commerce which might account 
for this improvement. (College algebra is 
a possible exemption.) 

Classes met for the first time each of 
four successive half-days. Some of the stu- 
dents therefore took the examination a day 
and a half ahead of others. This opened the 
possibility that students who took the ex- 
amination early might inform their friends. 
The latter could then prepare themselves 
for the examination and do better than 
they otherwise would. Such a possibility 
might destroy the homogeneity of the 
sample. Table III shows that such was not 
the case. The average grades made in later 
half-days show slight or no improvement 
over the average grades for the earlier 
half-days. A further breakdown by courses 
and half-days together revealed approxi- 
mately the same slight variations. 

Table IV indicates that every problem 


TasBLe IV 


RESULTS OF ARITHMETIC EXAMINATIONS GIVEN TO STUDENTS IN ELEMENTARY ACCOUNTING COURSES AT THE 
UNIVERSITY OF ILLINOIS AT THE BEGINNING AND END OF THE First SEMESTER 1939-40 


Number of Incorrect Solutions in Each Examination By Problems 


First Examination Second Examination 
No. Nature of Problem Number Per Cent Number Per Crnt 
Incorrect Incorrect Incorrect Incorrect 
Solutions Solutions Solutions Solutions 
1. Addition 186 14.6 107 11.1 
2. Subtraction 47 3.7 39 4.1 
3. Multiplication of one decimal fraction by another 207 16.3 163 16.9 
4. Long division involving decimal fractions 351 27.6 212 22.0 
5. Conversion of a fraction to a per cent 448 35.3 334 34.7 
6. Divide ¥ by 4 315 24.8 173 18.0 
7. Reduce feet square to scale 477 37.6 300 31.2 
8. Determine new cost under assumed saving. Actual cost 
iven as units and = per unit 395 31.1 253 26.3 
9. termine the number of times § yard is contained in 1,760 
yar 5 34.3 310 32.2 
10. Set up and solve a simple ratio 347 27.3 180 18.7 
11. Express profit as a per cent of cost 359 28.3 202 21.0 
12. 6/100 42/ 416 32.8 209 21.7 
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TABLE V 


Resuuts oF ARITHMETIC EXAMINATIONS GIVEN TO STUDENTS IN ELEMENTARY ACCOUNTING COURSES AT THE 
UNIVERSITY OF ILLINOIS AT THE BEGINNING AND END OF THE First SEMESTER 19. 


Ranking of Problems According to Number of Incorrect Solutions 


Rank 
No. Nature of Problem First Second 
Examination Examination 
1. Addition 11 11 
2. Subtraction 12 12 
3. Multiplication of one decimal fraction by another 10 10 
4. Long division involving decimal fractions 7 5 
5. Conversion of a fraction to a per cent 2 1 
6. Divide yy by 4 9 _9 
7, Reduce feet square to scale 1 3 
8. Determine new cost under assumed saving. Actual cost given as units 
and price per unit 5 4 
9. Determine the number of times yard is contained in 1,760 yards 3 2 
10. Set up and solve a simple ratio 8 8 
11. Express profit as a per cent of cost 6 7 
12. 5006/100X 42/360 4 6 


was solved incorrectly by some of the stu- 
dents taking the examinations. Such sim- 
ple problems as addition and subtraction 
were missed by a substantial number of 
those writing the examinations. Most of 
the problems were worked incorrectly by 
at least 25% of the students in each ex- 
amination. This certainly is evidence of 
inadequate arithmetical ability. For ex- 
ample, 32.8% of those registered at the 
beginning of the semester were unable to 
work a simple interest calculation (Prob- 
lem 12) which one should be able to work 
“in his head’”’; 27.6% could not divide one 
decimal fraction into another; 14.6% could 
not add accurately. When one notes that 
these examples are typical elementary ac- 
counting computations, one must conclude 
that here is rather definite evidence of in- 
sufficient arithmetical background for ele- 
mentary accounting. 

It it be granted that students in elemen- 
tary accounting courses are poorly pre- 
pared in arithmetic, which the results of 
these examinations tend to prove, it is of 
interest to know at what points students 
have the most difficulty. Table V has been 
set up for that very purpose. Each problem 
isranked according to the number of times 
it was solved incorrectly. Problem 7 was 


found to be the most difficult problem in 
the first examination, i.e. it was solved in- 
incorrectly the greatest number of times, 
hence it is ranked number one. Problem 5 
was found next most difficult, then prob- 
lem 9, 12, etc. The same method of rank- 
ing is used for the second examination. It 
is interesting to note that in general those 
problems found to be the most difficult in 
the first examination were also the most 
difficult in the second examination. Prob- 
lem 4, which is the type of computation 
commonly used to determine the cash dis- 
count on a partial payment, was found to 
be more difficult in the second than in the 
first examination. Practice with problems 
of that type throughout the semester evi- 
dently did not enable the students to work 
it more accurately. On the other hand, 
Problem 12, an interest computation, was 
found relatively easier at the end of the 
semester, perhaps because the students 
had worked with it frequently during the 
course. 


RELATIONSHIP OF ARITHMETICAL ABILITY 
AND COURSE GRADE 


The second major objective of this study 
was to determine if there exists any rela- 
tionship between the arithmetical ability 
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Taste VI 


RESULTS OF ARITHMETIC EXAMINATIONS GIVEN TO STUDENTS IN ELEMENTARY ACCOUNTING COURSES AT THE 
UNIVERSITY OF ILLINOIS AT THE BEGINNING AND END OF THE First SEMESTER 1939-40 


—=! 


Grades Received on the First Arithmetic Examination Arranged According to the Semester Grade Received 


Se Arithmetic Grade 
mester 
E 6 12 12 10 «18 12 
Total 1 3 13 2 #2 6f £81 £4193 «125 171 «4144 «098 


Grades Received on the Second Arithmetic Examination Arranged According to the Semester Grade Received 


Arithmetic Grade 
Total 2 5S 8 185 39 7 142 151 182 139 842 


of beginning accountancy students and 
their success in accountancy courses. It was 
decided that the best way to discover if 
such a relationship did exist was to com- 
pare their accountancy course grades with 
the grades received in the two arithmetic 
examinations. Accordingly the final semes- 
ter grades received by the students in the 
elementary accounting courses were ob- 
tained. With these data an attempt was 
made to answer such questions as: Do 
students with a superior arithmetical 
background receive better grades in ac- 
countancy than students with inferior 
arithmetical backgrounds? Do students 
improve as arithmeticians as a result of the 
study of accountancy? Do superior ac- 
countancy students possess a higher degree 
of arithmetical ability than inferior ac- 
countancy students? In other words, is 
there a relationship between arithmetical 
ability and accountancy ability? 


The arithmetic examinations, as has 
been stated previously, were given to 1,270 
students at the beginning of the semester 
and to 962 at the end of the semester. Be- 
cause of absences from classes on the day 
of the arithmetic examinations, changes 
of sections, withdrawals from courses, 
other like matters, and the fact that cer- 
tain sections were not allowed sufficient 
time for the second examination, semester 
grades could be obtained for only 1,084 
students who took the first examination 
and for only 925 that took the second ex- 
amination. It was decided that for com- 
parative purposes it would be best to in- 
clude only those students who had taken 
both examinations and for whom a semes- 
ter grade was obtainable. This eliminated 
even more of the original sample and left a 
total of 842 students on whom the follow- 
ing analyses are based. 

Tables VI-A and VI-B present the 
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arithmetic examination grades attained 
by each of the 842 students for whom both 
arithmetic examination grades and the 
semester course grade were available. The 
arithmetic grades for each examination are 
grouped according to the course grade re- 
ceived by the student. Grades for exactly 
the same students are included in both 
tables. 

In Table VI-A it may be seen that 
those students who received higher grades 
at the end of the semester also solved cor- 
rectly more arithmetic problems on the 
first arithmetic examination. For example, 
of the 141 students who received an A in 
their accountancy course, 35 solved cor- 
rectly all 12 of the arithmetic problems, 
28 solved 11 correctly, 28 solved 10, etc. 
Let us contrast these records with those of 
the poorer accountancy students. From 
the same table (VI-A) one can see that 
of the 97 students who received an E grade 
in accountancy, only five solved the 12 
arithmetic problems correctly, only 12 
solved 11 correctly, etc. From the table in 
general, it is evident that for the higher 
course grades most of the students did well 
on the arithmetic examination; for the 
lower course grades a great many of the 
students received low arithmetic examina- 
tion grades. The same conclusion can be 
drawn from Table VI—B which contains 
the data for the second arithmetic examin- 
ation and the course grades. From both 
tables it may be seen that the better ac- 
countancy students attained higher grades 
on the arithmetic examinations. 

An indication that ability to solve arith- 
metic problems improved over the course 
of the semester can also be obtained by 
comparing the total columns of these two 
tables. In the total column of Table VI-A 
one sees that 98 students solved 12 prob- 
lems correctly, 144 solved 11 correctly, etc. 
Table VI—B, which presents the informa- 
tion for the second arithmetic examina- 
tion, shows that of the same 842 students, 
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139 received an arithmetic grade of 12, 182 
received a grade of 11, etc. This is an in- 
crease of 41 (41.8%) in the number of stu- 
dents who attained a perfect grade on the 
arithmetic examination, an increase of 38 
(26.4%) for those solving 11 problems cor- 
rectly, and so on down the line. It should 
be recognized in making this comparison 
that the first and second examinations 
were identical. It is a logical contention 
that a group of students taking the same 
examination twice should show better re- 
sults the second time. Because of two fac- 
tors the authors feel that this contention 
does not nullify the improvement shown. 
First, the examinations were separated by 
an interval of four months. Secondly, the 
examinations were not discussed with the 
students. The first examination was not 
returned, the problems were not reviewed 
in class, nor were the grades revealed to the 
students. A student had no way of know- 
ing that the two examinations were identi- 
cal nor did he know if his solutions to the 
first examination were correct. 

Table VII shows the average number of 
correct solutions on each of the arithmetic 
examinations for all of the 842 students. 
Averages were computed for all students 
who received each of the possible course 
grades. Both arithmetic examinations are 
presented in the same graph. The averages 
for the first examination are connected by 
a solid line; those for the second by a 
broken line. From the table it is obvious 
that the averages for the second examina- 
tion are higher than for the first examina- 
tion. This is true in every case giving 
added weight to the theory that arith- 
metical ability improves because of a se- 
mester of accounting. 

With one minor exception, each succes- 
sive grade class, from A down to E, has 
higher averages than the grades below it. 
The minor exception is found in the D and 
E groups for the first arithmetic examina- 
tion. The average arithmetic grade for E’s 
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Taste VII 


RESULTS OF ARITHMETIC EXAMINATIONS GIVEN TO STUDENTS IN ELEMENTARY ACCOUNTING COURSES AT THE 
UNIVERSITY OF ILLINOIS AT THE BEGINNING AND END OF THE First SEMESTER 1939-40 


Graph Showing Average Grade on Each Arithmetic Examination Attained by All Students Receiving Each 


Possible Course Grade 
Lxamination —— Data 
Secopd Accountancy Arithmetic Examination Grade 
Course 
Average. bi Grade First Second 
Arithmetic Examination Examination 
Examination 9 
8 = B 9.4 9.8 
Cc 8.8 9.5 
7 D 7.9 8.4 
> E 8.0 8.2 


& oO c 8 
Accountancy Course Grade 


(8.0) is slightly higher than the average 
arithmetic grade for the D’s (7.9). Such a 
slight difference is not of great importance. 
However it might be explained by the fact 
that some students received a very low 
grade on the first examination and passed 
the course with a D while some students 
received a higher grade on the first exam- 
ination and did not pass the course. 

For the second examination the descend- 
ing order of the averages from A (10.7) to E 
(8.2) indicates that arithmetic grades and 
accounting grades vary directly with each 
other. This again indicates that the better 
accounting students have a better arith- 
metical ability and that the poorer ac- 
counting students generally lack an ade- 
quate background of arithmetic. 

In connection with the study of the re- 
lationship of accounting ability and arith- 
metical ability it was suggested that some 
attention be paid to statistical analyses of 
the data. Accordingly two correlations 
were computed. The first of these was a 
correlation between the first arithmetic 
examination grades and the semester ac- 
counting grades; the second was a correla- 
tion between the second arithmetic exam- 
ination grades and the semester grades. In 
both cases the arithmetic grades were con- 


sidered the independent factors and the 
accountancy grades the dependent factors, 
the assumption being that high or low 
arithmetical ability resulted in high or low 
accountancy course grades. It was dis- 
covered in each case that there was little if 
any correlation. 

These results may be explained as fol- 
lows. First, the degree of relationship as 
expressed by the correlation coefficient 
may have been concealed by the nature of 
the data. The accounting semester grades 
were separated into only five classifications 
(A, B, C, D, and E) whereas the arithmetic 
grades were separated into twelve classifi- 
cations. If the accountancy grades had 
been recorded numerically in percentages 
so that more classes were possible a higher 
degree of correlation might have been de- 
termined. It was impossible to secure nu- 
merical semester grades, a fact which 
definitely handicapped the correlation 
study. 

Second, it is probably true that some 
causal relationship does exist between 
arithmetical ability and accountancy abil- 
ity but there are so many other factors 
which affect accountancy grades that by 
itself arithmetical ability demonstrates 
but little relationship. Accountancy grades 


ny, 
out: 
ber 
rela 
Y 
et 
cou 
acct 
ari 
I 
A 
are 
= ous 
tir 
. 
dia 
stu 
2 
the 
— 
P 
of 
f 
fle 
: 


Market Profits on the Operating Statement 171 


are affected materially by lack of indus- 
try, poor attendance, methods of study, 
outside activities, etc. Because of the num- 
ber of these factors no high degree of cor- 
relation may be determinable for any one. 
Yet the causal relationship does exist. 
This study points out that arithmetical 
ability is important in the study of ac- 
countancy; it is not intended to insist that 
accountancy grades depend directly upon 
arithmetical ability. 


CONCLUSION 


In summarizing the above data there 
are two main conclusions that seem obvi- 
ous: 


1. Many elementary accountancy students are 
poorly prepared in basic arithmetic. 

2. Elementary accountancy students who are 
well prepared in arithmetic generally are 
more successful than elementary ac- 
countancy students who are not well pre- 


pared. 

If accepted, these conclusions should 
stimulate consideration of necessary reme- 
dial action. The following are some of the 
suggestions offered by accountancy teach- 
ers who have discussed the results of this 
study. 

1. Instructors of elementary accountancy 


courses might attempt conscientiously to 
improve the arithmetical ability of their 
students. This goes beyond the inescap- 
able, informal attention given to arith- 
metic by every elementary accountancy 
instructor. It envisages a brief review of 
fundamental arithmetic calculations at 
the beginning of the semester, perhaps 
concluded with a thorough examination. 
The backward student might be aided 
further by a series of practice exercises 
and problems continuing throughout the 
semester. 

2. An aptitude test in arithmetic similar to the 
one given in rhetoric might be given to 
all freshmen taking accountancy courses 
with the purpose of classifying students 
for slow and normal sections. The slow 
sections could then receive directed at- 
tention in the matter of arithmetic. 

3. A special one-hour, no-credit course in 
arithmetic might be offered. Enrollment 
in the course could be voluntary or re- 
quired of all backward students. It might 
be offered as a general course by the 
mathematics department or as a special- 

- ized course by the accountancy depart- 
ment. 

4. An attempt might be made to impress upon 
our high schools the importance of a good 
foundation in arithmetic. This could take 
the form of educational literature and 
direct contact with high school officials 
through their conventions, journals, and 
organizations. 


MARKET PROFITS ON THE OPERATING 
STATEMENT 


Cuas. F. SCHLATTER 


tent to which a too strict adherence by 

accountants to well-established, con- 
ventional forms and methods, may lead to 
the introduction of new and questionable 
practices by business men. Accounting 
principles do not change, but the problems 
of business do. Old forms and old methods 
of accounting which once satisfactorily re- 
flected the truth and were correct applica- 


[ Is interesting to speculate on the ex- 


tions of principles, may, because of a 
change in business practice resulting from 
economic shifts and other causes, no longer 
reflect, or make full disclosure of, the 


‘truth. There are times when the correct 


application of principles may be defeated 
by slavish adherence to a standardized 
form. 

If the accountant does not keep pace 
with business, the business man, without 
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proper understanding of accounting prin- 
ciples, but with the best of intentions, will 
usually invent some method intended to 
meet the situation and to solve the prob- 
lems with which he is confronted. A num- 
ber of cases could be cited to illustrate this 
point, but this paper is concerned with 
only one of them. 

Perhaps the reluctance of the account- 
ant to adapt the profit and loss statement 
to the financial and managerial needs for 
truth in some businesses is partially re- 
sponsible for the introduction of the “‘last- 
in-first-out”’ method of pricing materials 
into process and of pricing goods sold. In a 
rather loose use of the term, we often call 
this the last-in-first-out method of pricing 
inventories. It is not the inventories, but 
rather the material taken from raw ma- 
terial store, the material taken from proc- 
ess as goods are finished, or the material 
included in the product taken from the 
finished goods inventory and. sold, or all 
three, that are priced by this method. The 
inventories remaining in raw material 
store, in process of manufacture, and in the 
finished product store, therefore, are priced 
each at its first-in, and not at its last-in 
price. 

It should not here be necessary to re- 
iterate the well-known arguments advanced 
in defense of the last-in-first-out proce- 
dure. It is the hope instead to get behind 
the arguments to find the real reasons as to 
why this procedure seems so desirable to 
some business men and to determine what 
it is that gives an excellent semblance of 
logic to the points these men present in 
favor of the method. 

In businesses in which the cost of the 
product consists largely of material costs, 
there is usually a very close sympathy 
between the current market prices of the 
product and of the raw materials. This 
sympathy creates a problem of no little 
importance when it is necessary to acquire 
and maintain relatively large stocks of raw 
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material and/or of work in process, and 
when there is of necessity a considerable 
lapse of time between the purchase of ma- 
terial and the sale of the product. These 
factors of sympathetic market prices, of 
large stocks, and of time-lag, are particu- 
larly to be found in industries processing 
basic materials, acquired in the natural, or 
slightly preprocessed form, but persist to 
some degree in businesses engaged in 
further processing, and even in certain or- 
ganizations engaged in trading. 

A representative list of businesses in 
which this problem has been troublesome 
would include most of those who use any 
of the following as raw materials: Wheat, 
corn, cotton, and wool; pig lead, copper, 
zinc, tin, and other non-ferrous metals; pe- 
troleum, cotton seed oil, and other crude 
oils. 

Any list of non-processers would in- 
clude: A few wholesalers, many large chain 
stores, and most mail-order retailers. Of 
these the mail-order house is perhaps the 
most representative because contracts for 
the purchase of many articles must be 
made a considerable time before the resale, 
and market price changes occurring be- 
tween the contract fixing the purchase price 
and the date of sale may be most trouble- 
some. One mail order house, a few years 
ago, purchased a seat on the Chicago 
Board of Trade so that it might hedge 
more conveniently on its purchase con- 
tracts. 

When high prices are obtained for sales 
because the market price of raw materials 
is high at the time, but the cost of the ma- 
terial element in the goods sold is low be- 
cause these materials were acquired before 
the price advanced, an extra profit arises 
which is not due to service rendered by ef- 
ficient conversion of the material into a sal- 
able product nor byefficient merchandising. 
When price trends are downward, a loss 
occurs which is not due to inefficient opera- 
tion. 
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These market profits and losses are very 
ephemeral in nature. In a few months price 
trends may reverse themselves in the types 
of businesses concerned with these prob- 
lems. The market profits will be wiped out 
by the market losses of the future, and 
vice versa. If the upward and downward 
trends always occurred in the same period, 
the offsets would eliminate the problem. 
The problems arise when market profits 
appear in one fiscal period and market 
losses in another. In the first case, the Net 
Income shown on the profit and loss state- 
ment may be quite large, although the 
business was conducted inefficiently, and, 
without the benefit of a rise in market 
prices, might have shown a net loss; and, in 
the second case, a net loss because of mar- 
ket declines may completely obscure the 
fact that the business was very efficiently 
conducted. Also, in the first case there may 
be, and often is, considerable pressure for 
payments of dividends out of the ephem- 
eral, and perhaps one might say, “ethe- 
real” profits, which in the natural course of 
events will never be actually realized but 
which will be more or less effectively offset 
by market losses in a not distant future 
period. 

A manufacturer may hedge against mar- 
ket declines provided the raw materials he 
consumes, or the product he sells, is of suf- 
ficient importance to be bought and sold 
on a “futures” market such as the Board of 
Trade offers. The losses resulting from a 
decline in market prices of the materials 
actually used and sold in the product are 
offset by approximately equal profits from 
hedging. The market profits realized on 
materials sold out of stock as finished prod- 
uct are offset partially, or wholly, by 
losses on hedging operations. To be pro- 
tected against market losses, the manufac- 
turer must forego market profits. 

Hedging solves the problem in those 
cases where it is practiced; but in many 
other cases hedging may be inconvenient, 
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or even impossible. If the business man is 
venturesome—a speculator as well as a 
manufacturer or trader in goods—he may 
refuse to hedge. He may not care to sur- 
render his chances to make market profits 
in order to insure himself against possible 
market losses. But a refusal to hedge does 
not necessarily prove the manufacturer to 
be a speculator. It may indicate that he 
has such a thorough understanding of the 
elusive nature of market gains and losses 
that he prefers calmly to let them offset 
each other over a period of years. 

An unusual imagination is not required 
to suspect that the base-stock inventory 
method and the last-in-first-out method of 
pricing material requisitions and goods 
sold originated among those who thor- 
oughly understand the nature of market 
profits and losses, but who can not hedge, 
or who prefer not to do so. It is quite cer- 
tain that it is among this group that the 
practice is most strongly entrenched and 
strongly defended. Of course, as is usually 
the case when something new and unusual 
is advanced in accounting methods, there 
are those imitators who have adopted one 
or the other of these methods in businesses 
from which the market profit and loss 
problem is absent because of rapid turn- 
over or for other reasons. They have heard 
the benefits, such as they may be, extolled 
by others using the methods with some ap- 
parent success, and they immediately as- 
sume that to be progressive they must also 
adopt the new procedure. One might even 
suggest that the longest and loudest ration- 
alizing in defense of base-stock and last-in- 
first-out methods emanate from these 
imitators. 

Last-in-first-out pricing, and, to almost 
the same degree, the base-stock inven- 
tory procedure, solve some of the difficul- 
ties outlined in the preceding paragraphs; 
but, in doing so, they create other difficul- 
ties. To some extent they do cut down the 
hills of market profits to fill in the valleys 
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of market losses in the natural course of 
events, leaving the net income as shown on 
their profit and loss statements more 
nearly that of the net operating income 
or loss. This is the same advantage some 
gain by full hedging operations, but gain 
more completely at some additional ex- 
pense. The advantage is one which should 
not be ignored by any one interested 
in accounting as a tool of management, 
which, no doubt, includes all accountants 
and most business managers. But, to 
accomplish this purpose, these methods 
result in incorrectly stated inventories 
in the books and on the balance sheet; 
and, they do not show gains or losses 
from market fluctuations at all, neither in 
the books nor on the profit and loss state- 
ment. Accountants who use either of the 
two procedures ignore, more or less com- 
pletely, these gains and losses, whereas, the 
hedger proceeds to lose the profit and to 
gain back the losses through his dealings 
on the board of trade. 

Accountants may argue over the ques- 
tion of whether inventories should be 
priced at cost or at the lower of cost or 
market, but they seem to be fairly well 
agreed upon the objection to the last-in- 
first-out and the base-stock methods of 
pricing a recently acquired inventory at 
the price paid for materials acquired and 
consumed and the product sold months, or 
even years, ago. They may be willing to 
concede that because market gains and 
losses can never actually be realized by a 
going concern over a period of years, such 
gains and losses deserve special treatment 
and special consideration. In their desire 
for full disclosure, they no doubt believe 
that the results of market fluctuations 
should not be ignored on the profit and loss 
statement. If there has been a market 
profit, it should be shown; if there has been 
a market loss, it should be shown; but 
very few accountants show them for what 
they really are. There is some evidence 
that some accountants who are sympathet- 
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ic to the business man in his attempts to 
solve his problems feel so strongly about 
the elusive nature of such items that they 
are willing to omit them from the state. 
ment, even at the sacrifice of their convic- 
tions as to the correct statement of inven- 
tories on the balance sheet. 

Relative to these particular matters at 
least, there is no necessity for any business 
man or any accountant to sacrifice his con- 
victions. There is a method by which the 
disadvantage of incorrectly stated inven- 
tories may be avoided and the advantage 
of full disclosure of the truth about the 
sources of profits may be made. In this 
method the application of objective pro- 
cedures in the books of account is not dis- 
rupted. The costs in the accounts are the 
real costs, at least as far as the costs of ma- 
terials are concerned. Raw materials are 
priced into process and finished goods are 
priced out of inventory in the generally 
accepted methods of identifiable, first-in- 
first-out, or average price, each as it may 
apply in any given situation. The balances 
of running inventory accounts are thus 
correctly priced on the books for their un- 
questionably correct statements on the 
balance sheet. 

Under the proposed method, the profit 
and loss statement is so constructed that 
the operating profits or losses resulting 
from the conversion of the raw materials 
into a salable product and from marketing 
the product are shown distinctly sepa- 
rated from the temporary profits or losses 
resulting from sympathetic market price 
fluctuations. The following examples show 
the failure of the old, standard form to re- 
veal the facts which are considered essen- 
tial for an intelligent interpretation of the 
profit and loss statement, and exhibit 
forms which disclose the facts objectively. 


Case I. The following condensed statement shows 
the operating results of a business for a period 
in which there were no market price changes. 
It is shown here that it may be compared with 
statements shown under different assumptions. 
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Form 1. 
Statement of Profit & Loss 
for the period ending December 31, 19— 
Sales $1,050,000 
Cost of Sales 1,000,000 
Gross Manufacturing Margin $ 50,000 
Commercial Expenses 60,000 


Net Operating Loss $ 10,000 


Case II. In Case II it is assumed that during the 
period the current market prices of materials 
had increased sufficiently to result in an average 
increase of 20% of the manufacturing cost of 
reproducing the goods sold, and that the sales 
prices of the product increased relatively so 
that sales income totalled $1,250,000 without 
an increase in the quantity sold. The material 
entering the product sold was acquired some 
time before the price increase. 


Form 2. 
Statement of Profit & Loss 
for the period ending December 31, 19— 
Sales $1,250,000 
Cost of Sales 1,000,000 
Gross Margin $ 250,000 
. Commercial Expenses 60,000 
Net Income $ 190,000 


Form 2 shows the application of the 
standardized statement to a situation to 
which it is unsuited. In the first place the 
difference between the sales and the cost 
of sales, $250,000, is not the gross manu- 
facturing margin. The figure is a com- 
posite of the manufacturing margin and 
the gain resulting from market price in- 
creases. A misstatement of an item of such 
importance to intelligent management, as 
gross manufacturing margin is, should 
never be permitted. In the second place, 
the net operating loss of $10,000 is not 
indicated. This omission is a serious one 
for those who depend upon the statement 
of profit and loss for reliable information. 
In the third place, the fact that there was 
a profit of $200,000 resulting from market 
Price changes is completely concealed. The 


$200,000 item is a profit definitely of this 
period and should be shown for what it is, 
so that the readers of the statement will 
be warned of an item of profit that can 
be fully realized only by going out of 
business now. If the business continues, 
market losses will undoubtedly arise to 
consume this item. 

It is suspected that statements similar to 
Form 2 when misapplied (and it is the 
standard form used by accountants re- 
gardless of the situation) have been impor- 
tant factors in leading some business men 
to advocate the last-in-first-out pricing 
methods. Form 2 is a typical example of 
how the misuse of a conventional form de- 
feats the proper application of good ac- 
counting principles to the presentation of 
truth regarding operations, although it 
does permit inventories to be stated 
at cost. It seems quite evident that this 
standardized statement used under the as- 
sumed conditions conceals much, and the 
business man is fully aware that it does. In 
fact, it may be suspected that the business 
man thinks it conceals as much vital infor- 
mation, and perhaps more, that the last-in- 
first-out pricing method conceals. 

If the statement for Case II is prepared 
as in Form 3 or Form 4, it is more revealing 
of the truth about operations and profits, 
and one might suspect that if either had 
been in more general use in situations to 


Form 3. 
Statement of Profit & Loss 
for the period ending December 31, 19— 

Sales $1,250,000 
Deduct profit from price increases 200 ,000 

$1,050,000 
Cost of Sales 1,000,000 
Gross Manufacturing Margin $ 50,000 
Commercial Expenses 60,000 
Net Operating Loss $ 10,000 
Add Market Profits 200 ,000 
Net Income $ 190,000 
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Form 4. Form 4 is a slight variation from, and an 
improvement on, Form 3. 


Statement of Profit & Loss 

for the period ending December 31, 19— 
Sales $1, 250,000 
Cost of Sales $1,000,000 

Add increase in market 
prices of material in 
goods sold 200 ,000 


Reproduction cost of goods sold 1,200,000 


Gross Manufacturing Margin $ 50,000 
Commercial Expenses 60,000 
Net Operating Loss $ 10,000 
Add Market Profits 200 , 000 
Net Income $ 190,000 


which they may be applied, the pressure 
for base-stock and for last-in-first-out 
methods might have been much less. 

Both Forms 3 and 4 indicate an operat- 
ing loss of $10,000 and a profit of $200,000 
from advances in the market prices. These 
are pertinent facts and both should be 
fully revealed. Both forms show what the 
manufacturer knows to be true; namely, 
that there was a low operating profit or 
perhaps even a loss, offset by gains from 
price increases. The conventional method 
of Form 2 gives him no way of even ap- 
proximating either amount, and conceals 
both completely from those others who 
have an interest in the way in which the 
business is managed. Some whose motives 
are questionable may feel that concealment 
of operating inefficiency by offsetting mar- 
ket gains is an advantage. It is something 
of a shock to realize how the accountant 
might innocently conceal pertinent facts to 
the detriment of honest managers and to 
the injury of stockholders, bondholders, 
and other creditors. 


Case III. In Case III the same data are assumed 
as in Case II. It is here assumed, however, that 
the last-in-first-out pricing methods are in use 
in the bookkeeping procedure. 
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Form 5. 
Statement of Profit & Loss 
for the period ending December 31, 19— 
Sales $1, 250,000 
Cost of Sales 1,200,000 
Gross Manufacturing Margin $ 50,000 
Commercial Expenses 60,000 
Net Operating Loss $ 10,000 


Form 5 omits any mention of a market 
profit of $200,000. It also results in the 
statement of the inventories on the books 
as much as $200,000 below their real cost. 
It does, however, reveal clearly the operat- 
ing profit or loss, but not so accurately as 
in Forms 3 and 4 as is explained in the fol- 
lowing paragraphs. The base-stock method 
many times shows results practically iden- 
tical with those in the statement of Form 
5 

In Form 5, one assumption is made for 
comparative purposes which usually is not 
justified. Whether it may ever be fully jus- 
tified or not, depends on a number of 
things including the time-lag of purchases 
of material, of manufacturing, and of sell- 
ing the product, and the particular method 
of applying the last-in-first-out price. Form 
5 assumes that the last-in-first-out method 
is as responsive to price changes as is the 
method illustrated in Forms 3 and 4 of 
Case II. This assumption can hardly be 
true if the last-in-first-out method is ap- 
plied to pricing raw materials into process 
and other methods applied from there on 
in the procedure of cost accounting. The 
time elapsing between the start of produc- 
tion and the sale of the product may be 
sufficient to allow for further market price 
changes. 

Although a relatively small percentage 
of manufacturers canvassed used the last- 
in-first-out method in 1939, most of those, 
who did, applied it in pricing raw materials 
into process only, according to a report by 
the Research and Technical Service De 
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partment of the National Association of 
Cost Accountants. In these companies the 
time-lag may be important, and, if it is im- 
portant, applying the method to raw ma- 
terials only, nullifies to a large extent the 
benefits last-in-first-out is alleged to bring. 
Only when the time elapsing between the 
entry of raw materials into process, and the 
sale of the product is very short, is the 
method effective in obtaining the benefits 
claimed for it. 

The same report of the National Asso- 
ciation of Cost Accountants also indicated 
that some applied the method both to 
charging raw materials into process and to 
pricing finished goods into cost of sales. 
Others applied it in all three steps: (1) To 
charge materials into process; (2) to the 
transfer of goods from process into finished 
goods inventory account; and (3) in pric- 
ing cost of sales. And, finally, a few applied 
it only in transferring finished goods to cost 
of sales. 

The disagreement as to what is a last-in- 
first-out price, intensifies the confusion at- 
tendant on the substitution of subjectivity 
for objectivity in accounting procedure. 
Some arguments heard, and some read re- 
cently, indicate a belief that if cost of 
goods sold is priced only at the end of the 
year, then the goods sold during the entire 
year’s business is computed with the ma- 
terial element priced at the price of the 
latest raw material purchased. It is diffi- 
cult to understand how any benefit can be 
thought to result from this peculiar method 
of applying a price of material purchased 
anywhere from one to eleven, or even 
twelve months after the product is sold. 
Although there is still considerable doubt 
as to what the internal revenue depart- 
ment will allow in the way of pricing ma- 
terials, there is some evidence that it does 
allow this peculiar method. (Federal Inter- 
nal Revenue Code, section 22 (d) as 
amended.) 

To anyone interested in the application 
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of accounting principles to accounting pro- 
cedure, one of the least objectionable last- 
in-first-out pricing methods is the one 
which uses the last-in price only in trans- 
ferring the goods sold from inventory ac- 
count to the cost of sales account at the 
time the sales are made, not just at the end 
of the year. This gives some assurance that 
the materials price is actually “‘in’”’ at the 
time and was not acquired at some date 
much later than that of the sale of the prod- 
uct. 

The assertion that inventories are un- 
derstated by $200,000 may not be true, de- 
pending on how the last-in-first-out method 
is applied. If the method is applied only to 
raw materials taken from store in a cost 
accounting system with running inventory 
accounts, then the assumption is not true 
of total inventories containing material 
costs. The inventories of work in process 
and of finished goods unsold will be over- 
stated, under the assumptions stated in the 
illustrations. If nothing has been sold, then 
the over-statement of cost of work in proc- 
ess and of finished goods will exactly offset 
the understatement of the raw materials 
inventory. If all of the work has been fin- 
ished and all of the product has been sold, 
then the raw materials inventory is the 
“total” inventory and is understated. If 
the raw material put into process is priced 
at the latest purchased, and if the product 
as taken from process is priced at the latest 
material put into process, and if the goods 
sold are priced at the latest goods finished, 
the problem of determining the amount of 
overstatement, or understatement, of in- 
ventories becomes greatly complicated and 
equally uninteresting. 

The methods of Forms 3 and 4 deter- 
mine the market prices of raw material as 
on the day of the sale of the product, and, 
therefore, there can be no time-lag effects. 
If the market gain is to be computed prop- 
erly, the last-in-first-out method must be 
abandoned, and the material element in 
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both sales and reproduction cost of sales 
must be computed at identical prices. For 
example, if a manufacturer sells product 
containing wheat in the form of flour at a 
price established by the price of wheat at 
the time of the sale of the flour, he must in 
his computations price his reproduction 
cost of sales at the same price per bushel so 
that in the subtraction of reproduction of 
cost of sales from sales revenue, the price 
changes cancel each other and leave only 
his milling profit as in Form 6. 


Form 6. 
Statement of Profit & Loss 
for the period ending December 31, 19— 
Sales (containing 1,000 bu. of wheat at 
$2.00) 
Reproduction Cost of Sales: 
Wheat, 1,000 bu. at $1.50, 


$2,400 


cost $1,500 
Market profit, 1,000 bu. at 
50¢ 
Replacement cost of wheat $2,000 
Operating costs 400 2,400 
Profit as a miller $ 0 
Market price profit 500 
Net Income $ 500 
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The statements shown in Forms 3, 4, 
and 6 require but little extra work. A few 
monthly statistical records relative to cur. 
rent market prices, to aid in computing re- 
production cost of sales, supplement the 
records of the accounts, and make it possi- 
ble to express the sales and cost of sales in 
the same terms as to market price and to 
give full disclosure as to the circumstances 
from which profits or losses arose. This 
method comes much nearer to matching 
current prices of materials with current 
prices of sales than the last-in-first-out 
method does and it neither distorts the 
profits or losses nor misstates the inven- 
tories. Furthermore, it requires no depar- 
ture from the normal application of ac- 
counting principles to accounting proce- 
dure. 

Unlike last-in-first-out, this method can 
not be adopted by imitators who do not 
have market profits and losses to be sepa- 
rated from operating profits or losses. It 
can be applied only to those businesses in 
which, because of a close sympathy be- 
tween prices of raw material and of fin- 
ished product, there is at least some plausi- 
bility for last-in-first-out pricing. 


THE BAD-DEBTS ESTIMATE: 
A DEDUCTION FROM GROSS SALES 


GEORGE R. 


Profit-and-Loss Statement,” written 

by Mr. Willis Leonhardi and published 
in the September, 1941 issue of THE Ac- 
COUNTING REVIEW, of considerable inter- 
est. Mr. Leonhardi’s summary of the re- 
spective arguments supporting the various 
positions taken in respect to the proper 
location of the bad-debts charge in the 
statement of profit and loss is excellent. In 
his “Evaluation” Mr. Leonhardi states 
that “The method that seems most in 
keeping with the facts is that which charges 


| FOUND the article on “Bad Debts in the 
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bad debts to administrative expense. It isa 
legal fact that sale and collection are two 
separate transactions and therefore they 
should be treated as such.’”’ Hence, Mr. 
Leonhardi ranks this method as preferred. 
I should like to present the case for exhibit- 
ing the bad-debt estimate as a deduction 
from gross sales. 


LAW NOT THE SOLE CRITERION OF 
PROPER ACCOUNTING PROCEDURE 


In an important portion of the account- 
ing literature the sale is defined in terms of 
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title passing. Unless one rejects this defini- 
tion one can not successfully deny that the 
credit sale and the subsequent collection 
are two separate transactions. It is admit- 
tedly true, therefore, that in accounting as 
well as in law the ordinary credit sale is 
usually assumed to substitute a claim 
against the person of the customer for a 
claim against the goods given up. But hav- 
ing granted that these things are facts, 
both legal and accounting, where do we 
stand? Is it necessary to take the second 
step and conclude that every legal sale, 
every legal substitution of “claim against 
the person” for “claim against the goods” 
results in the realization of accounting as 
well as legal gross revenue? The answer, to 
a great extent, depends upon whether ac- 
counting is to be regarded as a mere step- 
child of the law. In his article on “The 
Basis for Accounting Principles’’ Scott! at- 
tempts to show that accounting, “like law 
and government,” is related to “underlying 
social principles.”” The foundation of ac- 
counting thus rests upon something deeper 
than the law; in fact, both accounting and 
the law rest upon the same deeper base. It 
is true, of course, that much of accounting 
is consistent with legal conclusions and 
that many of its principles and procedures 
have been developed with a weather eye to 
the law. The very basis of the fundamental 
equation—that assets equal liabilities plus 
proprietorship, when applied to the indi- 
vidual concern, presumes that the law rec- 
ognizes and supports private property and 
that it will uphold the sanctity of contracts. 
Remove these supports and accounting be- 
comes a different matter. On the other 
hand, accounting is also influenced by the 
existence and operation of economic phe- 
nomena. Under ordinary conditions, the 
value of product purchased and sold, the 
amount of wages, interest, etc. paid, 
the cost of fixed assets, the amount of the 
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debts, etc., are determined within the 
realm of business operations and not by 
law. Nevertheless, even though it has 
these associations, accounting is neither 
law nor economics. In its orthodox variety 
it occupies a sphere of its own, performs a 
service of its own and is based upon prin- 
ciples and procedures of its own. One must 
therefore exercise extreme care in conclud- 
ing that accounting procedure should be 
thus and so because either the law or eco- 
nomics is what is is. As Scott? further 
points out accounting owes allegiance to 
the social principles of justice, truth, fair- 
ness, etc. Where it appears that there is a 
conflict between the law and these latter, 
accounting, if at all possible, should be 
true to the higher dictate. 

From the accounting standpoint, there- 
fore, there is nothing necessarily inconsist- 
ent in admitting that the credit sale and 
collection are two separate transactions, 
that the former usually substitutes a claim 
against the person for a claim against 
goods, and at the same time concluding 
that for accounting purposes a particular 
sale need not be regarded as revenue pro- 
ducing. If collection is not to follow sale, if 
the claim against the person is not to go be- 
yond its claim status, it may be argued 
that the legal assumption that revenue is 
realized with sale is fiction and not fact, 
and that economically there is no justifica- 
tion for proceeding on the assumption that 
such fiction is fact. The accountant is 
merely being true to his duty when he at- 
tempts to show the probable business real- 
ity. Berle saw this point clearly when he 
stated that “an accountant has both the 
power and the duty to look behind the 
strict legal line in drawing his conclusions 
—a power which lawyers can use only at 
hazard, and rarely with authority. For in- 
stance, a lawyer is taught that corpora- 
tions are separate entities, irrespective of 
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their stock ownership. If, therefore, X cor- 
poration sells its merchandise to Y corpo- 
ration, which X happens to control as a 
subsidiary, the lawyer has to regard the 
transaction as a sale. From his point of 
view, title did pass from X to Y, and that 
settles it. The resulting liability is a 
debt from Y to X; and that settles that. 
But the accountant can go behind the re- 
turns. He does not, because of that fact, 
have to assume that the resulting debt is 
an account receivable; or, for that matter, 
that the sale is a commercial sale, classi- 
fiable with other transactions in ordinary 
course of business. The lawyer may be 
right about the technicality of the title- 
passing and debt creation; but the legal 
christening does not make the transaction 
a true conversion of inventory.’® This con- 
clusion appears to be consistent with what 
Scott calls the “principle of truth” —“The 
accounting record and summary reports 
drawn from it should present a true and ac- 
curate statement of the information which 
they purport to record and present. Ac- 
counts must not be made a means of mis- 
representation.’* It is this “behind the 
law,” this “necessity for truth presenta- 
tion” aspect of accounting that should con- 
trol the position of the bad-debt estimate 
in the statement of profit and loss, rather 
than the more formal, mechanical aspect 
of legal assumptions. The argument thus 
cannot be settled by a mere appeal to law; 
the legal assumption that revenue is real- 
ized with the passing of title is not subject 
to automatic accounting acceptance even 
though the accountant does grant that 
title passes with sale. 


LEGAL DEFINITION OF REALIZED IN- 
COME SUBJECT TO EVOLUTION 


Secondly, the legal-title concept of in- 
come realization has not always been ac- 


3 Accounting and the Law, THE ACCOUNTING REVIEW, 
March, 1938, p. 15. 
* Ibid., pp. 342-343. 
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cepted nor need it forever continue to ex- 
press the legal assumption. As late as 1920 
the United States Supreme Court® held 
that the income-tax expression “income 
arising or accruing” should be interpreted, 
consistent with previous conclusions, to 
mean income actually received.® Prior to 
this date realization of revenue with cash 
collection apparently was the prevailing 
legal doctrine. The accrual concept of reve- 
nue has come to the fore along with the in- 
creased use of the tax on income. There is 
reason to believe that the process of devel- 
opment has not come to an end, since it 
must be presumed that in the long run the 
law will be brought into accord with the 
deeper social and economic relationships 
that govern men’s conduct. Why then 
should the deeper truth contained in the 
cash collectibility evaluation of accounts 
receivable not come to be accepted as a de- 
sirable legal addition to the concept of ac- 
crued income expressed by the title-pass- 
ing criterion? In previous cases the courts 
have come to accept the accounting view- 
point. (“There was a time when the Bu- 
reau of Internal Revenue would not accept 
an estimated allowance for bad debts’” as 
proper procedure.) Are we to take the posi- 
tion now that accounting must wait untila 
new legal concept is introduced before we 
can make desirable modifications of our 
own views? 

Even at present the legal bodies do not 
make title-passing the sole basis for the 
recognition of revenue. If an individual 
keeps his records on the cash basis a sale 
will transfer title just as effectively as if the 
books are kept on the accrual basis, never- 
theless, both law and accounting usually 
grant that the act of collection rather than 


5 Maryland Casualty Co. v. U.S., 251 U.S. 342. 

® See the article by Bowers, R., “Tests of Income 
Realization,” THE ACCOUNTING REVIEW, June, 1941, for 
a summary of the development of such changing view- 


points. 
7 Littleton, A. C., “Questions on Accounting Stand- 
ards,” THE AccounTING Review, Dec., 1941, p. 340. 
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the act of title-passing is the proper occa- 
sion for the recognition of realized revenue. 
A second exception is made in the case of 
instalment sales. Here, ‘““The general rule 
prescribed is that a person who regularly 
sells or otherwise disposes of personal 
property, whether or not title remains in 
the vendor until the property is fully paid 
for, may return as income therefrom in any 
taxable year that portion of the instal- 
ment payments actually received in that 
year which the total or gross profit realized 
or to be realized when the property is paid 
for, bears to the total contract price.’’® 
When the obligations received by the ven- 
dor in the case of deferred payment sales 
have no fair market value revenue is not 
recognized until the obligations are satis- 
fied or otherwise disposed of even though 
title is transferred with the original trans- 
action. 

Cook states that ‘The courts and the 
Board of Tax Appeals in ascertaining the 
realization of income may follow the law of 
the state in which the transaction takes 
place, though it is sometimes ignored’’;* he 
further presents a number of cases in which 
the courts and the Board of Tax Appeals 
have not followed the law of title-passing 
but have used a set of procedures believed 
to fit the particular case: “This separate 
body of rules has been applied in ascertain- 
ing income from the sale of personalty or 
realty in which deferred payments are in- 
volved; in determining income from escrow 
transactions dealing with both personalty 
and realty; in discovering income from 
timber sales, the sale of realty contrary to 
the Statute of Frauds or gain from prop- 
erty taken through the exercise of public 
domain.”?° In these cases the courts have 
apparently made adjustments to accord 
with the deeper realities of the situations. 


8 Income Tax Regulations, 19.44-1. 

*“The Sale as a Test of Income Realization,” THE 
AccounTING REviEw, Dec., 1939, p. 365. 

0 Tbid., p. 367. 
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Who shall say that the process will not be 
extended in the form of further modifica- 
tions of the title-passing-revenue-realiza- 
tion criterion? As a general matter the lat- 
ter is thus not only of comparatively recent 
adoption but is also not the sole represen- 
tative of the legal view as to revenue reali- 
zation. It therefore appears to represent 
legal convenience more than a definitely 
ascertained final truth. Unless the law is to 
be held to dictate accounting conclusions, 
the status of the realization criterion would 
not appear to be such that it may be said 
automatically to relegate differing account- 
ing treatment to a position of second im- 
portance. 


WHY IS THE LEGAL ARGUMENT NOT 
APPLIED CONSISTENTLY? 


It is usually conceded that ‘There is a 
difference between the meaning of the 
word ‘accrual’ in the legal sense and ‘ac- 
crual’ as often used in accounting.” As 
the Board of Tax Appeals expressed it, 
“The word ‘accrue’ is fraught with confu- 
sion’’;” “there is no absolute test of ac- 
crued income.’’* Altman states the legal 
principles of accrual thus: ‘Under the ac- 
crual method, income or expense is ac- 
counted for when it accrues, that is, when 
all the events which determine the right or 
liability, respectively, have occurred... . 
it appears that in order that income be ac- 
cruable, existence of the right to such in- 
come, subject to no contingencies, is the 
primary essential. It is further essential 
that the general formula or rules for deter- 
mining the amount of such income be al- 
ready provided. That, indeed, is part of the 
right; for a right without any basis for 
realization is hardly a right. On the other 
hand, it is not essential that the amount be 
precisely determined. The taxpayer may 
make its own determination and accrue the 

‘McMullen, S. Y., Federal Income Tax Accounting, 
p. 153. 


3 Bull, 7 B.T.A. 993. 
48 Wankinco Bog Co., 16 B.T.A. 386. 
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amount so determined, even though the ac- 
tual determination for payment purposes 
may show it to be in error. 

“The same principles apply to accrual of 
expense. Where the expenses or losses are 
contingent," there is no basis for accrual. 
... On the other hand, if all the events 
which determine the liability have oc- 
curred, as in the case of a tax for a particu- 
lar year, the accrual of the expense may 
not be deferred. The mere fact that ascer- 
tainment of the amount of the liability is 
not possible before the close of the year is 
no basis for deferment of the accrual; it is 
sufficient for accrual of the expense if all 
the events which are factors in the ascer- 
tainment have already occurred. 

“Tt is not always true that because the 
expense is accruable it must be deducted 
from income entirely in the year of ac- 
crual. The expense may apply in whole or 
in part to a future period, so that to that 
extent it is not really expense but a capital 
expenditure. Where there is a definite rela- 
tion between an item of expense and an 
item or items of income, the expense being 
incurred for the purpose of earning the 
particular income, it may be deferred and 
deducted when the particular income ac- 
crues, or deducted ratably from the income 
as it accrues.... To defer an expense 
where so practical and imperative a pur- 
pose as taxation is involved, the deferment 
must be based upon something concrete 
which the law can recognize. If, therefore, 
the expense is to be deferred because of in- 
come expected to flow therefrom in a fu- 
ture period, then the expectation of that 
income must be based on a legal right al- 
ready established. 

“Income, likewise, may not be deferred 
except on the basis of some existing legal 
liability. If the income has been received, 
and there are no strings attached to its 
use, it is income, even though in some later 


4 Note the exception in the case of the treatment of 
bad debts. Or, is it an exception? 
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years it may have to be refunded. . . . mere 
prospects or contingencies are no basis for 
deferment, any more than for accrual, of 
either income or expense.’’” 

The court cases are replete with illus- 
trations of the applications of these princi- 
ples. The conclusion to be drawn therefrom 
is obvious: There are numerous instances 
in which the legal and accounting con- 
cepts of the accrual system have been in- 
terpreted differently. The following are 
illustrative. With one or two exceptions, 
the practice of setting up operating reserve 
is not approved for income-tax purposes, 
although the statement of “Accounting 
Principles Underlying Financial State- 
ments” appears to approve of such proce- 
dure.'® Rent received in advance has fre- 
quently been held to be income of the pe- 
riod of receipt in spite of the fact that it is 
intended to cover the services of a number 
of future periods. A tax cost is usually 
chargeable against the period in which the 
liability takes the form of a lien against the 
property. A prepayment or contribution 
toward the building of a line by the recipi- 
ent of the services of a public utility has 
been held not to be income and the latter 
denied the right to depreciate the full cost 
of the property. The amortization of the 
cost of goodwill and of organization costs 
has been held not to affect taxable income. 
Accrued interest which a firm does not ex- 
pect to collect need not be reported as in- 
come. The practice of setting up reserves 
for purchase and sales discounts, returns 
and allowances expected to be experienced 
in the future is not acceptable. 

If the legal interpretation of realized 
revenue is to be held to dictate the ac- 
counting presentation of bad debts why is 
it not logical to hold that the legal inter- 
pretation always constitutes the proper 
basis for determining accounting proce- 
dure? Is it to be held that sales must be 


5 Introduction To Federal Taxation, pp. 26-28. 
16 Tae ACCOUNTING REVIEW, June, 1 


1, p. 137. 
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exhibited at their legal claim value, while 
expenses need not be consistent with legal 
pronouncements? Where is the legal view 
to end and the application of accounting 
philosophy to begin.? 

Although the bad-debt reserve proce- 
dure, with certain possible variations in 
computation, is acceptable for income-tax 
purposes, it appears to represent a conces- 
sion to accounting philosophy rather than 
to accord with strict legal-title argument. 
If one’s conclusions are to rest upon a le- 
gal-title or legal-claim basis, it would seem 
that one would have to hold that at the 
close of any particular fiscal period the 
claim against the person (which the bad- 
debt allowance may be presumed to cover) 
is as good legally as at the date of acquisi- 
tion. If this is so, how can the accounting 
provision for bad debts be supported by an 
argument which rests upon the legal-title 
or legal-claim-against-the-person basis? 
What legal-title expense has been in- 
curred? Or, what legal-title or legal-claim- 
against-the-person justification is there for 
deducting the provision for bad debts from 
accounts receivable in the balance sheet? 
(From a strict legal-title or legal-claim- 
against-the-person viewpoint, also, what 
justification can be advanced for the pro- 
cedure, recommended by some authorities, 
of setting up reserves for sales and pur- 
chase discounts, allowances and returns 
believed to be applicable to accounts re- 
ceivable outstanding at the close of the fis- 
cal period?) Is it not obvious that the bad- 
debts procedure itself, the presentation of 
the bad debt provision as an expense (if 
that procedure is to be followed), the de- 
duction of the bad-debts allowance from 
accounts receivable in the balance sheet, 
the setting-up of reserves for sales dis- 
counts, etc., must be justified, if at all, by 
an appeal to the accounting accrual con- 
cept, an appeal to the desirability of pre- 
senting a truth which is believed to rest in 
judgment and probability, a truth which 
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lies deeper than the legal realization of 
revenue fiction? If these things are to be 
justified, they must find their justification 
in accounting philosophy and not in legal 
fiction. But why is it more reasonable to 
apply the truth-that-lies-behind-the-legal- 
fiction idea to expenses and assets than to 
apply it to the gross revenue concept? 
Again, just where is the legal-title view to 
end and the accounting philosophy to be- 
gin? 
THE ECONOMIC INFLUENCE 

There is no single or universally adopted 
concept of income or of the criteria of in- 
come realization. Although Fisher has 
stated that he believes his concept of in- 
come meets every reasonable test,!’ there 
are others who hold that it is impossible to 
define income satisfactorily. In the sim- 
plest situation income refers io the acqui- 
sition of. something more than one has 
possessed previously, either through the 
medium of the services of self or the serv- 
ice of one’s possessions. Thus, if a man sat- 
isfies his hunger by planting and harvest- 
ing potatoes, he may be said to have ob- 
tained an income (assuming, of course, 
that the potatoes have an economic value). 
In such a case, a sale is not necessary to the 
realization of income; true and ultimate 
realization coincides with consumption. 
There are numerous simple cases in which 
such economic income is the prevailing 
type. In accounting for the usual business 
venture, however, consumption is not an 
aspect of the revenue realization picture. 
Nevertheless, it is still customary to meas- 
ure income by the ‘“‘something more,’’ ob- 
tained, in general, through the process of 
business operations. To be effective, how- 
ever, the something more must be pos- 
sessed of a considerable degree of reality; 
otherwise the process of recognizing income 
reduces to a mere fiction in which the busi- 


117 “A Practical Schedule for an Income Tax,’’ The 
Tax Magazine, July 1937. 
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nessman deludes himself, believing that he 
has gained whereas in reality he has lost. 
The fact that legal contentions confirm the 
delusion affords small comfort when the 
truth is discovered. 

There are at least three basic situations 
in which such a delusion may exist. 

(1) An apparent customer may obtain 
merchandise under the guise of a sales 
transaction when in reality he has no eco- 
nomically supportable intention of ever 
paying for the goods. In one sense of the 
word the transaction may be classified as a 
variety of polite theft. The accountant, 
nevertheless, records it as a sale; the own- 
ership of goods is given up and a claim 
against the person substituted therefor. 
Legally, title has apparently passed and if 
it cannot be legally proven that the minds 
had not met in the beginning, or if it is be- 
lieved to be impractical to go into court 
and attempt to prove that fact, it would 
seem that the formalities of the law had 
been met and that legally realized revenue 
had come into the possession of the vendor. 
In the deeper economic sense, however, the 
assumption that realized revenue exists in 
such a case is an absurdity. Must the ac- 
countant, then, be a formalist or would 
better judgment indicate the desirability 
of going behind the transaction and por- 
traying the more realistic truth? A fair 
sample of the sum total of credit sale trans- 
actions is probably of the nature indicated 
at no time do the accounts possess true ele- 
ments of ultimate value. The appearance 
of ultimate value rests in a lack of knowl- 
edge and mistaken belief. 

(2) A large number of credit customers, 
however, purchase goods with every intent 
of paying their bills but are prevented from 
doing so by the occurrence of a subsequent 
experience. Here, at least, a true legal 
claim against the person would appear to 
be acquired at the time of the original 
transaction. Nevertheless, in many such 
instances the subsequent event is merely 
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the crystallization of economic potentials 
that existed previously;'* the roots of de- 
fault were present at the date of contract 
but were not discovered. Assuming the 
normal course of events, the bill is eco- 
nomically as uncollectible from the begin- 
ning as in the situation set forth above, 
The admitted legality of the original claim 
adds little or nothing to the economic pic- 
ture. Most businessmen attempt to weight 
the economic as well as the legal potentials 
in approving or disapproving sales. A mis- 
take in the evaluation of the former is 
likely to be as serious as a mistake in re- 
spect to the latter. 

(3) The third group consists of a certain 
percentage of cases in which the original 
sale rests upon a basis that is admitted 
sound, legally and economically, at the 
contract date; it is the occurrence of the 
subsequent event, wholly unpredictable in 
the specific case, that leads to default. 
Still, in the end, the account is uncollect- 
ible. 

Collectibility of Accounts a Factor of Im- 
portance. Bacas has expressed the opinion 
that a book account of itself is not an as- 
set;!* to be granted such status the account 
must be collectible. On this basis, the 
above accounts do not constitute assets 
even though they are legally and economi- 
cally sound at the date of origin. The fact 
that the determination of uncollectibility 
cannot be specific at the close of the fiscal 
period and that it must be estimated in 
terms of statistical probability applicable 
to the credit transactions en masse is not 
sufficient to indict the attempt to express 
the probable economic truth. This is par- 
ticularly the case if in the past previous 
estimates of similar statistical probabilities 
have been justified with a high degree of 
consistency. Although some error is likely 
to exist in every such estimate, the state- 


18 See note 21. 
19 “Examination of Accounts Receivable,’ The Ae 
counting Forum, May, 1939. 
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ments are likely to be more nearly correct 
with the estimate included than if it were 
excluded. If the accountant were to insist 
upon absolute accuracy much current pro- 
cedure would have to be eliminated. 

The contention that accounts receivable 
are assets at the date of origin or at any 
given balance sheet date if the legal aspects 
of the claim against the person and the eco- 
nomic status of the customer at such date 
are in good order, a contention necessary 
to the substantiation of the revenue real- 
ization with sale thesis and the bad-debt 
expense theory, is hollow. The advocates of 
this theory have taken hold of the wrong 
end of the stick. It is not the legal and ap- 
parent economic status of the receivable at 
the date of origin or at a given balance- 
sheet date that makes the receivable an 
asset, but rather its legal and economic 
status as of the future. The account receiv- 
able is a promise, implied or otherwise. 
A promise that is not going to be kept is a 
“bad” promise from the beginning, regard- 
less of the intent, or the legal or economic 
status of the promiser. Similarly, a debt 
which is not going to be collected is an un- 
collectible debt from the beginning, as- 
suming, of course, that affairs are to be 
allowed to take the course that they nor- 
mally would take. The only evidence that 
counts as respects the status of collecti- 
bility is the end result; everything prior to 
that is judgment—correct or incorrect. 
The uncollectible receivable is not (and 
was never) a true receivable for nothing is 
to be received; it is therefore not (and was 
never) a true asset. The bad debt should 
therefore never be interpreted as the loss 
of a true asset. The tares are merely al- 
lowed to remain with the wheat until the 
harvest for purposes of convenience, for 
practical reasons, and because of the diffi- 
culty if not impossibility of differentiating 
between them and the wheat prior thereto. 
They are nevertheless tares from the be- 
ginning. If a statistical or other procedure 
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could be devised for determining the quan- 
tity of tares present, it would be practical 
to subtract the estimated quantity from 
the whole to determine the probable quan- 
tity of wheat. 

The use of future status in determining 
whether the receivable is an asset may at 
first appear to be out of line with realities. 
A little reflection, however, will reveal its 
presence in the case of practically all as- 
sets. Thus cash is not an asset merely be- 
cause a given quantity of media is present 
on a given day; it is an asset, rather, be- 
cause on a given date it gives promise of 
future spending or purchasing power. To 
the extent that there is reasonable cer- 
tainty that a certain portion of the cash 
will be stolen before the spending power 
will be exercised, or to the extent that there 
is a strong possibility that a shift in gov- 
ernment will result in the repudiation of 
the cash, it ceases to be asset immediately. 
Recall that many domestic corporations 
remove cash in foreign branches from the 
asset status when it becomes reasonably 
evident that they will not be permitted to 
exercise its spending power. Recall, also, 
the usual conservative practice in respect 
to cash in bank as soon as it becomes 
reasonably certain that the closing of the 
latter will be the cause of the loss of a cer- 
tain portion of purchasing power. Inven- 
tory is an asset only to the extent that it is 
presumed to be salable in the future. Ob- 
solescence prior to a future date of sale 
would be as effective as existing obsoles- 
cence in denying the inventory asset status 
if it could be definitely foreseen. Buildings, 
machinery, equipment, etc., are assets be- 
cause of their expected future contribution 
to business operations. Presumably, it was 
this “future” aspect of assets which led the 
Executive Committee of the American Ac- 
counting Association to declare in its 
Statement of Accounting Principles that 
“Costs of productive factors or other re- 
sources which are no longer useful should 
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be reduced to realizable value, if any; and 
in the case of resources to be continued in 
use or held for sale only such portion of 
their costs as may reasonably be assigned 
to future periods should be carried in the 
balance sheet.”*° Debts are liabilities be- 
cause it is expected that they will have to 
be paid in the future; if there is a high de- 
gree of probability that the debt will be 
forgiven the debt is not a liability as ordi- 
narily conceived, although conservatism 
may dictate that it be shown as such. Mere 
possibility of the necessity for payment 
places the item in the contingent liability 
class. Note, further, how the difference be- 
tween current and fixed assets rests, to a 
considerable extent, in the respective ex- 
tensions into the future. It would seem to 
be evident, therefore, that although the 
amount at which an asset or liability is 
exhibited is usually determined by refer- 
ence to a current or past date, the item 
itself (or group of items) is generally ex- 
hibited as an asset or liability because of 
its expected relation with the future. 
Whether accounts receivable are assets or 
not would therefore appear to be depend- 
ent upon the future and not upon the past 
or the present. 

It may still be insisted, however, that at 
the date of acquisition or at a specific 
balance-sheet date the future develop- 
ments are unknown, that the legal title, 
the legal claim, and the economic value of 
the receivable at such a date is good, and 
that it could therefore be sold at or near 
face value. The specific receivable may 
thus be held to be an asset; it loses value 
as the bad-debt factors materialize. Such 
a contention has a degree of merit. It does 
not hold true, however, that all the values 
possessed by a firm on a given date are 
assets. The latter status, for instance, is 
denied to unpurchased goodwill, to appre- 
ciation, etc. In the second place, the ap- 
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parent value of the specific receivable rests 
upon the lack of knowledge as to future 
developments. If the latter could be fore. 
seen the specific receivable which the 
future would render “bad” would not 
possess value at any given date (nor, of 
course, would any firm accept it in the 
first place). The economic value of a 
promise to perform is dependent upon its 
fulfillment, or more exactly, upon its ex- 
pected fulfillment. It is the purpose of the 
bad-debt estimate procedure, however, to 
provide a substitute for the lack of specific 
knowledge. The accountant cannot foresee 
the future developments affecting the spe- 
cific receivable, but he can undertake to 
predict (and I believe with reasonable ac- 
curacy) the future bad-debt developments 
which will affect the whole of the receiv- 
ables. We therefore have the apparently 
contradictory conclusion that the asset 
value of the whole of the receivables is less 
than the sum of the economic values as- 
cribable to the respective parts. The bad- 
debt estimate is an attempt to bridge the 
gap between ignorance and knowledge; to 
the extent that it is accepted the item 
evaluated partakes of the status that it 
would possess were the facts actually 
known. Economic value equal to the pre- 
diction is therefore denied the whole and 
the asset expression reduced correspond- 
ingly. Support for this position is found in 
the practice of banks, finance houses, etc., 
in evaluating receivables for discount pur- 
poses, collateral purposes, etc. 

It may be said, also, that the fact that 
an item can be sold on a given date (if itis 
true that each of the receivables could be 
sold on a given date at a discounted ma- 
turity value) does not necessarily lead to 
the conclusion that the item should be 
exhibited as an asset in a statement con- 
structed in accordance with the historical 
thesis. The balance-sheet figures usually 
rest upon the assumption that future de- 
velopments will be in accord with the nor- 
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mal pattern. To justify an item on the 
basis of another, or not to be used poten- 
tiality, is not necessarily the best argu- 
ment. 

The practice of treating the bad debt 
allowance as a contra item to accounts re- 
ceivable is consistent with the conclusion 
that the latter is a non-asset element to the 
extent of the estimate. There is hardly any 
other conclusion to be reached than the 
one set forth above. Certainly, there is 
little to support the presentation of the 
estimated allowance as a liability, since 
there is no party to whom anything is owed 
or to whom anything will be owed (to the 
amount of the bad debt estimate) because 
of the sale of goods to customers who are 
to default in their payments. Nor can the 
allowance reasonably be exhibited as a 
surplus item. There is no support for 
crediting surplus when the corresponding 
debit constitutes an expense charge, no 
justification for transferring a portion of 
gross revenue to surplus without passing 
it through net income. It follows that the 
bad-debt allowance must be interpreted as 
exhibiting the lack of asset status of a cor- 
responding amount of receivables, a defi- 
ciency present from the beginning.” 

There are two or three situations that 
appear to constitute exceptions to the 
above conclusion. Thus, (1) accounts re- 
ceivable that are not to be collected in the 
normal manner but that are to be dis- 
counted on a without-recourse basis are 
assets to the extent of the realizable value. 
The amount secured by discounting the 
receivables, however, may be regarded as 
received through an indirect or substitute 
collection even though the original cus- 
tomer does not meet the obligation in the 
end. Such amounts are therefore not 
strictly uncollectible and the allowance 
procedure should be adjusted correspond- 


"It is possible to argue that the bad-debt estimate 
Procedure should be granted memorandum treatment 
only. In such a case, however, the allowance would not 
affect the balance sheet figures proper. 
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ingly. (2) If the receivables are discounted 
on a with-recourse basis and the firm ulti- 
mately has to make the default of the 
customer good, the receivable occupies a 
sort of apparent pro tem asset status. The 
same is true when the future uncollectible 
serves as collateral for a loan. It is highly 
probable, however, that it could neither be 
discounted nor serve as collateral for a loan 
if the future uncollectibility were perceived 
as a reasonable probability. The apparent 
temporary asset status depends upon ig- 
norance and uncertainty for which no cor- 
rective is provided. (3) It is obvious, also, 
that when the estimate of uncollectibility 
is in error the asset status of the receivables 
will not be determined properly. The prob- 
lem, here, however, is somewhat different 
from the one being considered. 

Sales Must Make a Contribution to Be 
Revenue Producing. If accounts receivable 
are not to be considered assets unless it is 
reasonable to assume that they will be 
collected, it would seem that despite legal 
pronouncements to the contrary the con- 
clusion that revenue is realized with sale is 
empty. Just how can revenue be realized 
when a transaction lacks an economic quid 
pro quo element, when a “not-to-be-kept” 
promise is accepted in exchange for true 
economic goods? The assumption under- 
lying the bad-debt-expense thesis that the 
transaction does possess a true quid pro 
quo basis begs the deeper and ultimate 
economic question. To be true economic 
gross revenue a sale must represent a re- 
covery of costs previously incurred, must 
contribute something toward the operating 
expenses and, possibly, toward net income? 
But just how does a “not-to-be-kept” 
promise recover costs? What replacements 
can be purchased with a “‘not-to-be-kept” 
promise? What wages, interest, taxes, etc., 
can be paid with the “not-to-be-kept” 
promises of others? Just how satisfactory, 
economically, is a ‘“‘not-to-be-kept-prom- 
ise’ net income? From one point of view 
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the income statement may be regarded as 
roughly indicative of the distribution of 
assets equivalent in amount to those which 
the income-earning process brings into the 
business. For a business to be successful 
the income-earning process must bring in 
sufficient returns to meet the distributive 
claims of the laborers, the government, the 
suppliers, etc., or at least recover the 
amounts advanced toward such distribu- 
tions. But what can be distributed or re- 
covered from the legal claims acquired 
against ‘“‘bad” customers? 

The source of such coverages—recov- 
eries and distributions—rests in net sales— 
gross sales minus uncollectible sales, etc. 
Net sales, in fact, must even cover the 
losses resulting from sales to “bad” cus- 
tomers before there can be a profit. (In so 
functioning, do they have to cover the net 
profit not secured from the “bad” sales as 
well as their true costs, or the latter only?) 
Subtracting the estimated amount of bad 
debts from gross sales indicates, in effect, 
that although, legally, revenue is assumed 
to be realized with sale, it serves business 
and economic purposes only if the accounts 
receivable on the left side of the balance 
sheet are collectible. Subtracting the bad 
debt estimate from gross sales appears to 
be a straightforward method of cutting 
through the legal fiction to the economic 
truth expressed by the net sales figure— 
that that which benefits the business eco- 
nomically must be obtained from net sales 
—sales represented by collected or col- 
lectible amounts. 

The exceptions previously mentioned 
are also applicable here. Accounts receiv- 
able that are not ultimately collectible spe- 
cifically but which will be sold on a without 
recourse basis, place a corresponding por- 
tion of the sales in the position of realized 
revenue. Ultimately uncollectible receiv- 
ables that will nevertheless be discounted 
on a with recourse basis or that will serve 
as collateral for borrowing give a pro tem 
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realized revenue appearance to a similar 
portion of sales. Further, such borrowing 
may enable a business to obtain a true 
realized revenue through the use of the 
funds thus secured. 


BAD DEBTS ENTRY A 
REVERSING ENTRY 


It is interesting to note the entry posi- 
tion of the bad-debts-expense thesis. At 
the time the credit sale is made the follow- 
ing entry is normal: 

Accounts Receivable XXXX 

Sales XXXX 
At the close of the fiscal period the bad- 
debts adjusting entry is as follows: 

Estimated Bad Debts XXX 

Allowance for Bad Debts XXX 
The closing entry, in effect, is as follows: 
Sales XXX 
Estimated Bad Debts XXX 

If the Allowance for Bad Debts is inter- 
preted as a contra item to the Accounts 
Receivable, it is evident from the above, 
in spite of the fact that the step is not 
shown specifically, that in the end the bad- 
debts entry is a reversing entry debiting 
Sales and crediting Accounts Receivable. 
Under the bad-debt expense theory the 
estimate is exhibited as an expense. This 
is possible only because the overstated 
sales credit is retained. Just how much 
support is there for a thesis that rests upon 
an entry that in effect debits expense and 
credits sales, both items affecting the state- 
ment of the same fiscal period? 


THE TRUE BAD-DEBT LOSS 


The true expense, the true loss suffered 
because of the acceptance of receivables 
that fail of collection is, as Paton has indi- 
cated, the cost of goods for which the 
vendor is not reimbursed, plus the increase 
in all expense items made necessary by the 
increased business that the “bad” sales 
represent.” True operating-expenses result 


® Note the statement from Monograph No. 5, Jndus- 
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from assets given up to make sales possible 
and not from the sacrifice of assets which 
the sales bring into the business. They 
originate out of items which are properly 
recorded as debits in support of credits 
other than the sales credit, and not out of 
items that are recorded as debits in order 
to support the sales credit. The bad-debts- 
expense thesis exhibits the bad-debt losses 
at selling price and thus contradicts the 
cost assumption. It further results in pre- 
senting the bad-debt costs in the income 
statement twice as a positive item—once 
implicitly in the bad-debts-expense charge 
and once in the form of the increased cost 
of goods sold and the increased operating 
expenses. In effect one of the charges 
cancels an overstated gross revenue, the 
other is a true deduction from net sales. In 
expanding sales through the credit process 
the vendor accepts the risk of losing the 
true cost mentioned. Fundamentally, this, 
his implicit and out-of-pocket cost, is all 
that he loses, all that would have remained 
in his pocket had the “‘bad” sales not been 
made. Theoretically, such losses are all 
that should be exhibited as an expense. 
Such a bad-debt expense is not dependent 
upon the amount of the sales credit for its 
being. Logically, it might be good business 
to expand the credit sales to the point 
where the true bad-debt costs are just 
equal to the increased profits of the other 
units of sales acquired through the in- 
creased liberality of the credit policy. At 
the other extreme, all bad debt losses can 


trial Wage Rates, Labor Costs and Price Policies, Investi- 
gation of Concentration of Economic Power, Temporary 
National Economic Committee, pp. 40-41. “During a 

iod when the volume of production was low, the firm 

an opportunity to secure a large order from a con- 
cern whose credit rating was low. After some delibera- 
tion, the company finally accepted the order on the basis 
of (1) cash on delivery for an amount carefully calcu- 
lated to cover all the variable expenses, and Q) long- 
term notes for the balance of the price. The notes were 
never paid, since the purchasing power went out of busi- 
ness before they fell due. Officials feel that no real loss 
was sustained, inasmuch as no other orders were obtain- 
able at the time, and this order permitted them to main- 
tain their organization and provide employment.” 
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be eliminated by placing the business on a 
cash basis. 

The full treatment of the bad-debts 
situation might appear to represent un- ° 
necessary work in view of the possible 
benefit to be derived therefrom. In the ab- 
sence of such treatment either the contra 
sales procedure or the expense procedure 
may be judged to be a practical substitute. 
There are arguments to be advanced in 
favor of each as a compromise treatment. 
For certain reasons I sometimes find my- 
self favoring the expense treatment. I can- 
not support it, however, on the realized 
revenue thesis. 


CONCLUSION 


Because of its relation to both law and 
economics accounting contains a number 
of challenging problems. In the solution of 
these the accountant is influenced largely 
by the requirements of the basic philos- 
ophy and the purposes underlying and 
supporting his own field of endeavor. In 
some instances the legal point of view may 
dictate the decision, as for example in the 
division of corporate invested capital into 
capital stock and capital surplus; in other 
instances the economic or business point of 
view may be the influential factor, as when 
a building purchased on the contract plan 
is recorded as an asset even though title 
has not been acquired. In the main, how- 
ever, accounting has its own story to tell. 
Where that can be done without too gross 
a violation of either of the supporting lines 
of endeavor the path of action appears to 
be clear. As Berle points out, the account- 
ant is at least free to go behind the formal- 
istic and somewhat mechanical interpreta- 
tion of the twin handmaiden to accounting 
that he represents. One can add further 
that where in so doing the accountant will 
present a more realistic truth, or a truth 
in a more realistic or meaningful manner, 
it is his duty to do so. As respects the prob- 
lem of presenting bad debts in the state- 
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ment of profit and loss, it would appear 
that criticism should be directed against 
the legal thesis of realized revenue rather 
than against the treatment that exhibits 
the bad-debts estimate as a contra item to 
gross revenue. If the latter treatment is 
not proper, the only consistent legal-title 
alternative would seem to be to deny the 
validity of the whole statistical procedure 
(except as a memorandum procedure). The 
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legal-title thesis appears only to justify the 
writing off of specific accounts receivable 
when they have definitely been ascertained 
to be bad. (Even then a claim against the 
person exists until death, the statute of 
limitations or some such legal basis ter. 
minates it.) Under such a thesis legal assets 
may support the legal realization of reve- 
nue, but would accountants be satisfied 
with the net income thus determined? 
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THE ACCOUNTING EXCHANGE 


THE INDEPENDENT ACCOUNTANT 


The article by Professor Owens in the 
last issue of THE ACCOUNTING REVIEW, 
“What is an Independent Accountant?,” 
may be expanded by a short note on 
Canada and England. The Dominion 
Companies Act of 1934, amended in 1935, 
and the English Companies Act of 1929 
have many sections which are identical or 
almost identical, and this is particularly 
true of the sections which deal with the 
audit of accounts. Both acts require that 
the accounts of companies granted limited 
liability shall be audited by an auditor or 
auditors appointed annually by the share- 
holders in general meeting; that the audi- 
tor shall report to the shareholders; and 
that a copy of the balance sheet, profit and 
loss account, and auditor’s report shall be 
sent to shareholders before their annual 
general meeting. 

In practice, of course, the auditor is 
chosen by the management, and the board 
of directors have the power to fill vacancies 
during the year in the office of auditor, but 
no change in the auditor can otherwise be 
made without notice being given in ad- 
vance to the auditor and to the share- 
holders of intention to propose a change. 
The auditor is entitled to attend any meet- 
ing of shareholders at which the audited 
accounts are to be discussed. 

The independence of the auditor is fur- 
ther ensured by limitations on the appoint- 
ment. No auditor or partner of an auditor 
may be an officer of the Company. The 
English Act prohibits the indemnification 
of the auditor against damages assessed 
against him for fraud or negligence. Some 
of the above provisions do not apply to 
“private” companies. 

Over a period of years, the compulsory 
audit and the statutory requirements as to 
the auditor’s report have established a 


large measure of independence for the 
auditor, and the other, more recent, pro- 
visions have reinforced it; the auditor is 
generally recognized by the business world 
as independent: sometimes, perhaps, a 
little more in theory than in actual fact. 
The findings of the Courts have inter- 
preted the Statutes in such a way as to 
strengthen the position of the auditor, and 
to lay him open to severe penalties in cash 
and loss of reputation should loss be 
suffered by the Company owing to his 
negligence. The standard set for the audi- 
tor is determined, yet changes with the 
acceptance of new ideas by the accounting 
profession; it was stated in the famous 
London and General Bank Case: “ . . . the 
auditors are to be appointed by the share- 
holders, and are to report to them directly, 
and not to, or through, the directors. The 
object of this enactment is obvious. It is 
evidently to secure to the shareholders in- 
dependent and reliable information re- 
specting the true financial position of the 
company at the time of the audit... he 
[the auditor] must take reasonable care 
and skill before he believes that what he 
certifies is true. What is reasonable care in 
any particular case must depend upon the 
circumstances of that case... .” And the 
case of the Kingston Cotton Mill Co., 
Ltd.: “It is the duty of an auditor to bring 
to bear on the work he has to perform that 
skill, care and caution which a reasonably 
competent, careful and cautious auditor 
would use.” 

The following are the relevant sections 
of the Canadian Dominion Companies 
Acts 1934 & 1935: Section 117 (amendment 
1935, Sect. 19) (1) In the case of a company, 
not being a private company, 


(a) a copy of every balance sheet and state- 
ment of income and expenditure and state- 
ment of surplus and of the statement re- 
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ferred to in section one hundred and four- 
teen of this Act, where such section applies, 
which is to be laid before the company at 
the annual meeting, together with a copy 
of the auditors’ report, shall, not less than 
fourteen days before the date of the meet- 
ing, be mailed in a prepaid wrapper or 
letter to each and every shareholder of 
record at his address as recorded in the 
books of the company; and thereafter, in 
due course, a copy of each of the docu- 
ments mentioned in this subsection shall 
also be mailed to the Secretary of State, 
together with proof of due compliance with 
the foregoing provisions of this paragraph, 
in such form as may be satisfactory to the 
Secretary of State. 

(b) any holder of debenture of the company 
shall be entitled to be furnished by the 
company on demand without charge with 
a copy of such balance sheet and the state- 
ments aforesaid which have been laid be- 
fore the company at the last annual meet- 
ing preceding such demand. 


(English Companies Act, 1929, Section 
130, is similar but not in such detail) 
Section 118. 


(1) The company shall at each annua! meeting 
of the shareholders appoint an auditor or 
auditors to hold office until the next annual 
meeting. 

(3) A person, other than a retiring auditor, 
shall not be capable of being appointed 
auditor at an annual meeting unless notice 
in writing of an intention to nominate that 
person to the office of auditor has been 
given by a shareholder to the company not 
less than fourteen days before the annual 
meeting; and the company shall send a 
copy of any such notice to the retiring 
auditor, and shall give notice thereof to the 
shareholders either by advertisement or in 
any other mode provided by the by-laws 
of the company not less than seven days 
before the annual meeting. 
The first auditors of the company may be 
appointed by the directors before the first 
annual meeting, and if so appointed shall 
hold office until the first annual meeting, 
unless previously removed by a resolution 
of the shareholders at a special general 
meeting, in which case the shareholders at 
that meeting may appoint auditors. 

(6) The directors may fill any casual vacancy 
in the office of auditor, but while any such 
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vacancy continues the surviving or con- 
tinuing auditor or auditors, if any, may 
act. 

(7) The remuneration of the auditors of a 
company shall be fixed by the shareholders 
at the annual meeting or by the directors 
pursuant to authorization given by the 
shareholders at the annual meeting, except 
that the remuneration of any auditors ap- 
pointed before the first annual meeting, or 
to fill any casual vacancy, may be fixed by 
the directors. 


(English Companies Act, Section 132, sub- 
stantially the same.) 

Section 119. (1) None of the following 
persons shall be qualified for appointment 
as auditor of any company, except a pri- 
vate company: 


(a) a director or officer of the company; 

(b) a person who is a partner of or in the em- 
ployment of any director or officer of the 
company. 


(English Companies Act, Section 133, 
similar except that the provision as to a 
private company applies only to (b).) 

Section 120. (1) The auditors shall make 

a report to the shareholders on the ac- 
counts examined by them and on every 
balance sheet laid before the company at 
any annual meeting during their tenure of 
office, and the report shall state 

(a) whether or not they have obtained all the 
information and explanations they have 
required; and, 

(b) whether, in their opinion, the balance 
sheet referred to in the report is properly 
drawn up so as to exhibit a true and cor- 
rect view of the state of the company’s 
affairs according to the best of their in- 
formation and the explanations given to 
them, and as shown by the books of the 
company. 


(2) Every auditor of a company shall 
have a right of access at all times to all 
records, documents, books, accounts and 
vouchers of the company, and shall be en- 
titled to require from the directors and 
officers of the company such information 
and explanation as may be necessary for 
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the performance of the duties of auditor. 

(3) The auditors of a company shall be 

entitled to attend any meeting of share- 
holders of the company at which any ac- 
counts which have been examined or re- 
ported on by them are to be laid before the 
shareholders for the purpose of making any 
statement or explanation they desire with 
respect to the accounts. 
(English Companies Act, Section 134, sim- 
ilar except for the substitution of “in 
general meeting” for ‘any annual meet- 
ing.”) 

The English Companies Act 1929 also 
contains the following: 

Section 152. Subject as hereinafter pro- 
vided, any provision, ...for exempting 
...any person employed by the company 
as auditor from, or indemnifying him 
against, any liability which by virtue of 
any rule of law would otherwise attach to 
him in respect of any negligence, default, 
breach of duty or breach of trust of which 
he may be guilty in relation to the com- 
pany shall be void [but the company may 
pass a by-law giving indemnification 
against liability incurred in successfully 
defending proceedings]. 

C. A. ASHLEY 


ACCOUNTING TREATMENT OF A 
BAD-DEBT RECOVERY 


Mr. Leonhardi’s excellent discussion of 


bad debts in the profit-and-loss statement! 
Suggests to me that there are questions 
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arising in the accounting treatment of a 
bad-debt recovery which are of theoretical 
interest at least. 

Should a bad-debt recovery be credited 
to the Reserve for Bad Debts account or 
to an income account? It seems to me that 
this question cannot be answered correctly 
until the basis upon which the reserve is 
established is known. Is the reserve estab- 
lished as a percentage of the outstanding 
receivables or is it increased by a per- 
centage of net credit sales? 


Reserve Established as a Percentage 
of Outstanding Receivables 


If the reserve is established as a per- 
centage of receivables it makes little differ- 
ence how a bad-debt recovery is treated— 
as a credit to the reserve account or as a 
credit to an income account. A balance 
sheet at the end of a period would not be 
affected by a choice in the method of 
treating a recovery during the period. To 
the extent that a recovery is credited to 
the reserve account during the period the 
usual addition to the reserve at the end of 
the period will be less. 

The final balances in the accounts for 
outstanding receivables and the reserve 
will not be affected by a choice in the 
method of recording recoveries. Further- 
more, net profit would be the same in 
either case. In one case a larger bad debt 
expense would be exactly offset by the 
income of bad debt recoveries. 


Case II 
ni Reserve for Bad Debts 
2,000—Balance at start 
3,000—Increase of reserve to $5,500 ,500—Increase of reserve 1 
B 3.000 | B 3,500 | 
Bad Debi Recoveries 


AccouNTING REvIEw, September, 1941, page 


| s$00—Recovery 
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Reserve Increased by a Per- 
centage of Sales 


If the reserve is on a budgetary basis, 
increased by a percentage of sales, the 
question of how to treat a recovery be- 
comes pertinent because the balance sheet 
and net profit will be affected by the de- 
cision. 

A credit to the reserve account is con- 
servative but theoretically the answer to 
the question will depend on how the per- 
centage was determined. 


If the percentage represents the relation 
between past net sales and met bad-debt 
losses (actual bad-debt write-offs less re- 
coveries), a bad-debt recovery should be 
credited to the reserve. If the percentage 
is the relation between past net sales and 
gross bad debt write-offs, a recovery should 
be credited to income. 

In each of the assumed situations it is 
recognized that a recovery should be re- 
corded as a debit and a credit in the cus- 
tomer’s account. 

Harry H. Wave 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. C 


sented by the Board of Examiners of 

the American Institute of Account- 
ants as the second half of the C.P.A. 
Examination in accounting theory and 
practice held on November 14, 1941. Can- 
didates were allowed six hours to solve all 
problems. The weights assigned were: 
Problem 1, 4 points; Problem 2, 10 points; 
Problem 3, 16 points; Problem 4, 4 points; 
Problem 5, 8 points; Problem 6, 8 points. 


No. 1 


Y Company issued its 6 per cent 30-year 
mortgage bonds in the principal amount of 
$10,000,000 on January 1, 1926, at a dis- 
count of $200,000 which it proceeded to 
amortize by charges to profit and loss over 
the life of the issue on a straight-line basis. 
The indenture securing the issue provided 
that the bonds could be called for redemp- 
tion in total but not in part at any time 
prior to maturity at 105 per cent of the 
principal amount but it did not provide 
for any sinking fund. 

On January 1, 1941, the company issued 
its 3 per cent 25-year mortgage bonds in 
the principal amount of $10,000,000 at 
par and the proceeds were used to retire 
the 6 per cent 30-year mortgage bonds on 
that date. The indenture securing the new 
issue did not provide for any sinking fund 
or for retirement before maturity. 

Show in a tabulation the effect upon 
profit loss for each of the years 1941-1946 
of employing accepted alternative methods 
of accounting for the unamortized dis- 
count and redemption premium on the 
refunded issue and indicate briefly argu- 
ments for and against the employment of 
each method. 


T= FOLLOWING problems were pre- 


No. 2 

From the following information, prepare 
a statement for the year 1940 showing 
operating budget appropriations, expendi- 
tures, and other commitments against the 
appropriations, as well as unencumbered 
balances, for the Town of Erskine: 

The following appropriations were in- 
cluded in the operating budget adopted: 
Administrative expenses: 


Operation expense and maintenance of 


Stationery and supplies................. 1,800 
collection of taxes 
Stationery and supplies................. 800 
t: 
tion expense maintenance 
Fire department: 
15,000 
1,200 
100 
5,550 
,400 
21,000 
000 


No provision was made in this budget 
for purchase of new equipment or for capi- 
tal improvements. 

Cash disbursements for all divisions of 
the accounts were recorded in the same 
cash disbursement book. A summary of the 
amounts so recorded for the year follows: 


Total 
Name and description payments 
Telephone Co.— 
Telephone service: 
Collector’s office............. $ 
ire Department............ 
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Pa: Johnson’s Food Store: 
Salaries of policemen........... $24,500 Food for prisoners. ............ $ 30 
Salaries of firemen............. 14,800 DeCozen Motor Co.: 
Salary of treasurer............. 2,500 3 ty er coupes for Police Depart- 
Salary of tax collector.......... RCA} Mig, Co.: 
Salary of assessor.............. z 3 her wave receivers and trans- 
Seay of superintendent of streets 2,000 mitters, including installation, 
Wages of street employees...... 3,450 $ 53,350 1,250 
A.B.C. Stationery Co.: $141, 601 


tax cash books, 


The following commitments and accrued 


eesseccrecccccescceeeees 750 expenses remained unpaid at December 31, 
W & B Garage Co.: 1940: 
Repairs to police cars.......... $ Name and description 
Tires for police cars............ 300 Payroll: 
Repairs to fire trucks........... 450 1,300 Wages accrued—Street alata “Aaa $ 95 
ae Penrod Printing Compan 
Gulf Oil Corporation: Stationery and na for Treasurer’s 
22,000 gallons of gasoline de- 
livered to disbursing pump at (Not received until Jan. 15, 1941.) 
Police Department at 10¢ per Johnson Radio Company: 
ER es 2,200 Repairs to police radio................. 85 
(All gasoline purchased is Telephone Company: 
charged to Police Depart- Telephone bill for December 
ment. Periodic adjustments $50 
are made for gasoline used by ere re 14 
other departments. During 23 
the year the Fire Depart- ee 12 9 
ment used 6,000 gallons.) _-—_ 
Penrod Printing Company: $529 
Purchase orders, vouchers, checks, $ = 
Per ee ; From the following trial balance and ad- 
Police uniforms and sundry sup- ditional data prepare a columnar work 
plies. 3 sheet showing adjustments, assets and 
Firemen’s uniforms and sundry ‘ d 
300 1,200 liabilities as at June 30, 1941, income an 
‘ r aoe expenses for the year ended on that date, 
arrett Company: 
30,000 gallons of tarvia at 10¢ per of Lynch & Co., Inc. 
NR 3,000 TRIAL BALANCE—JUNE 30, 1941 
(Of the above, 20,000 gallons Dr. Cr. 
were used in the repair of ex- $ 875 
isting roads and the balance Accounts receivable................ 4,075 
was used in the construction Merchandise. .............0..00005 $ 135 
of new streets.) Furniture and equipment........... 775 
State Trust Co.: Accounts payable................-5 525 
For interest on coupon bonds. . 21,000 Clarence ynch—capital account. .. . 1,200 
Consolidated Stone and Sand Co.: Clarence yes ch—salary account... . 525 
7 ome crushed stone at $10 per John J. Voigt account....... 515 
6,000 Commissions accrued............... 265 
the above, 500 tons were 2,500 
used in the repair of existing ( actos" sel 
roads and the balance was $5,725 $5,725 
used in the construction of = 
Am Fabric} Rubber C 
erican Fabric ubber Co.: 
ohnson io Company: 
te tadto 1. Organization, etc. 
State Trust Company: A short time prior to July 1, 1940, 
For payment of bonds.......... 45,000 Clarence Lynch commenced business as @ 
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commission merchant dealing in woolens 
under the name of Lynch & Co. On that 
date the latter proprietorship was trans- 
ferred to Lynch & Co., Inc., a corporation 
then organized with an authorized capital 
of $200 consisting of 100 no par shares, 
each of $2 stated value, that were issued 
for the goodwill of the proprietorship. On 
the same date the corporation acquired the 
assets and assumed the liabilities of Lynch 
& Co. 

The books of the proprietorship were 
used for the corporation but the result of 
the former’s operations to July 1, 1940, had 
been determined and was charged by the 
corporation to the account Lynch & Co. 

The above trial balance of the corpora- 
tion was examined and the various ac- 
counts were analyzed. The balances in 
several accounts called for adjustment and 
their analyses are given here below with 
comments as follows: 


2. Merchandise Cr. $135 


In addition to its commission business 
the corporation occasionally purchases and 
sells merchandise. The transactions re- 
corded in the account were summarized as 
follows: 


Merchandise purchased........... $17,870 
Merchandise sold................ $18,750 
Profit transferred to Lynch & Co... 745 
Balance, June 30, 1941........... 135 


$18,750 $18,750 


The merchandise on hand at June 30, 1941, 
was valued at $185. 


3. Furniture and equipment Dr. $775 
uired June 30, 1940........... $ 485 


415 
Depreciation credited Dec. 31, 1940 $ 125 
Balance, June 30, 1941........... 775 


$ 9900 $ 900 


Depreciation of 10 per cent a year is con- 
sidered adequate, calculated on the open- 
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ing balance plus one half of the year’s 
additions. 


4. Accounts payable Cr. $525 
Unrecorded liabilities at June 30, 


Telephon and telegraph $ 45 

and telegraph...... 

35 
Entertaining................ 10 


5. Clarence Lynch—capital account Cr. 
$1,200 
This represents the balance at July 1, 

1940. 

6. Clarence Lynch—Salary account Cr. 
$525 


$5,200 $ 5,200 


The company’s minutes authorize a 
salary of $5,700 per annum. 
7. John J. Voight—Salary account Cr. 
$575 


$ 2,500 
Cash withdrawals................ $ 1,925 

$2,500 $ 2,500 


The company’s minutes authorize a 
salary of $4,500 per annum. 
8. Commissions due 


All commissions due June 30, 1941, had 
been credited. 


The analysis of this account results in 
the following summary: 


Cr. 
Balance June 30, 1940—Loss of pro- 
prietorship to date............. $ 120 
issions earned............. $18,975 
Profit on merchandise sold........ 745 
i 7,700 
Other salaries................... 1,500 
Depreciation of furniture......... 1 
50 
Incorporation expenses........... 


$19,720 $19,720 


0 
0 
0 
d 
Salary credi $ 
0 Cash withdrawals................ $ 4,675 
525 

5 } 
4 
k 
d 
d 
| Dr. Cr. 
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10. Taxes 


All taxes were paid except federal income 
and defense taxes. The income tax is pay- 
able at the rate of 13} per cent of the 
net income. The declared value excess- 
profits tax should be ignored. 


No. 4 


List five items entering into the cost of 
a manufactured product, the treatment of 
which in an “actual” cost system might 
differ in a “standard” method of determin- 
ing costs and briefly describe how the 
amounts by which the actual costs vary 
from standard are treated. 


No. 5 


Elmer and Ford are real estate specula- 
tors. They formed a syndicate (including 
themselves) for the purpose of buying 
7,000 acres of land on which they held 
an option. 

They stated that this land would cost 
them (Elmer and Ford) $30 per acre, one- 
third down in cash and the balance on 
mortgage, and that they believed the land 
could soon be sold at an advanced price. 
In view of the prospect of a quick sale, 
they would charge no commission or any 
profit to the syndicate for services in re- 
gard to the purchase, but at the time of a 
sale, they would charge 5 per cent of the 
selling price. Assume that profits are other- 
wise shared by all participants in propor- 
tion to their acreage. 

They interested A, B, and C: 


C to the extent of 


$52,000 


Elmer and Ford furnished the balance 
needed and they allotted themselves the 
remaining 1,800 undivided acres for $18,- 
000. The total of $70,000 constituted the 
one-third down, the balance being covered 
by the mortgage. 
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A deed to the land was obtained, Elmer 
and Ford looking after all matters, such 
as receiving the money, making payments, 
etc. After one year they found a purchaser 
for the land at $35 per acre; he agreed to 
assume the mortgage and pay the balance 
of $105,000 in cash. The offer was accepted 
and the money paid to Elmer and Ford. 

Thereupon Elmer and Ford proposed a 
distribution, based on the agreement that 
5 per cent commission should be deducted 
on the selling price and retained by them, 
as follows: 


Proceeds Less Amount 
of sale commission to each 
eS: $ 13,500 $1,575 $ 11,925 
51,000 5,950 45,050 
© 13,500 1,575 11,925 
$9, 100 
Themselves 
27,000 plus commission 36,100 
$105,000 $105,000 


In the meantime the members A, B, and 
C found out that this land cost Elmer and 
Ford only $28.50 per acre and that they 
paid down only $59,500 instead of $70,000, 
giving a mortgage for the balance of $140,- 
000 as stated. A, B, and C confronted 
Elmer and Ford with the facts and they 
finally admitted them to be true. After 
much argumentation Elmer and Ford 
agreed to make the matter right by allow- 
ing each of the investors in final settlement 
$1.50 per acre, the difference between 
$28.50, the actual price paid, and the 


A to the extent of $ 9,000, and allotted him 900 undivided acres 
B to the extent of 34,000, and allotted him 3,400 undivided acres 
9,000, and allotted him 900 undivided acres 


5,200 
stated cost of $30, with 6 per cent interest 
on this allowance for one year. 

At this point you are engaged by A, B, 
and C, as they would like to know what 
is coming to them under their agreement. 

What amount should each party re- 
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ceive? Draft necessary schedules or ac- 
counts to illustrate your answer. 


No. 6 
Prepare a reconciliation of the surplus of 
the Merritt Company at December 31, 
1938, and of the profits in 1939 and 1940, 
as shown by the books, with the adjusted 
figures as shown by the audited statement. 
No dividends have been paid in recent 
years and the books show a surplus at De- 
cember 31, 1940, of $421,000 made up as 
follows: 
Balance at December 31, 1938............. $189,000 


$421,000 


The following matters call for considera- 
tion at the close of the respective years: 


December 31, 1938 


Bad debts amount to $12,000, to be 
written off Accounts Receivable. 
Consigned goods (own) are included in 

the inventory at $120,000 and are 

priced at 20 per cent in excess of cost. 
The following liabilities are omitted from 

the books: 

$ 25,000 


Material included in inventory....... 3,000 


December 31, 1939 
Bad debts amount to $9,000, to be 
written off Accounts Receivable. 


Solution to Problem 1 


The unamortized discount at January 1, 1941 is...................-.0- 
The redemption premium is............... 


Research Bulletin No. 2 two methods of disposing 
be used without qualification of the report. The two methods are: 


demption premium either of which may 
ey A direct charge to earned surplus. 
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Consigned goods (own) amount to 
$180,000 which is 20 per cent in excess 
of cost. 

Liabilities omitted from the books: 


Goods on hand (also omitted from in- 


Plant additions, amounting to $9,000, 
have been erroneously charged to 
profit and loss. The inventory is found 
to be overstated by $14,300 because 
of an error in recapitulation. No pro- 
vision for depreciation was made on 
the books, and your calculations show 
that $5,000 should be provided. 


December 31, 1940 


Bad debts amount to $11,000, to be 
written off Accounts Receivable. 

Consigned goods (own) amount to 
$156,000 being valued at 30 percent 
in excess of cost. 

Liabilities omitted from the books: 


Ns machinery....... $ 12,000 


No provision was made in the books for 
depreciation; you compute same at 
$7,000. 

The profits for the year include a credit 
of $8,000 in respect of a settlement of 
a lawsuit arising from transactions of 
the year 1937. 


of unamortized bond discount and re- 


B) Amortization over the remainder of the original life of the issue retired. 


If the first of these methods 
profit and loss will be charged as follows: 


1941 1/15 of $600,000.00................. 
1942 1/15 of $600,000.00................. 
1943 1/15 of $600,000.00................. 
1944 1/15 of $600,000.00................. 
1945 1/15 of $600,000.00................. 
1946 1/15 of $600,000.00................. 


is used no charge will be made to profit and loss. If the second method is used 


| | 

st 
it $40, 000.00 
$40, 000.00 
$40, 000.00 
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The argument in favor of the first method is: 

The retirement of the original issue is a closed transaction and all items relating to that issue should be cleared 
from the accounts. (In our opinion the clearing should be by way of the income account and not as direct 
charges to earned surplus). The same principles should apply to an obsolete bond issue that is refunded as are 
applied to an obsolete machine that is replaced. 

The argument against the first method is: 

The refunding operation does not close the original transaction. Benefits resulting from the refunding will 
accrue to the company over the remaining life of the original issue and, therefore, it is proper to spread the 
unamortized discount and redemption premium over those years. 

The argument against the first method is the argument in favor of the second; the argument in favor of the first 
method is the argument against the second. 

Since the problem asks for “accepted alternative methods” no consideration was given to a third method— 
spreading the unamortized discount and redemption premium over the life of the new issue. In the opinion of the 
Committee on Accounting Procedure of the American Institute of Accountants this method should not be used 
without qualification in the report except in those cases where it has been prescribed or authorized by a regulatory 
body to which the corporation is subject. 

The Executive Committee of the American Accounting Association has dealt with this question in its pronounce- 
ment, “Accounting Principles Underlying Corporate Accounting Statements” published in the June, 1941 issue of 
the AccounTING Review. In its discussion of the cost principle the committee states: ‘“When a liability is retired 
either at maturity or earlier, all related items should be eliminated from the balance sheet including unpaid pre- 
mium or unabsorbed discount and expense. Expenses incurred in retiring the obligation and any redemption 
premium, not including the cost of issuing new securities, should be absorbed in the period of retirement.”’ In deali 
with the income principle the committee states: ‘“‘For any one year the income statement should reflect all reali 
revenues, and all costs and losses written off during that year, whether or not they have resulted from ordinary 
operations.” From this it is clear that the committee holds for immediate write-off by way of the income account. 


Solution to Problem 2 


Town of Erskin 
Statement of Operating Budget Appropriations, Expenditures, Commitments and Unencumbered Balances 
For the year 1940 
Description Appropriations Expenditures Commit- Unencumbered 
Administrative expenses ments Balance 
Stationery and 1,800.00 450,00} 250.00~ 500.00 
Assessment and collection of taxes 
Stationery and 800.00 425 75.00 
300.00/- 
Police department 
900 .00/: 
Operation expense and maintenance of squad cars. . 3,500.00 pape ; 
550.00} 
1,600.00 1,050.00 
Fire department 
Operation expense and maintenance of equipment. . 1,200.00 an as 
150.00)° 
Street repairs and maintenance 
2,000.00» 400.00 
$138,400.00 $134,601.00 $529.00 $3,270.00 


Nore 1. 


Nore 2. 
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Nore 1. The followin, expenditures are not chargeable to the operating budget appropriations but to the appro- 
priations of the property or capital fund: 


Barrett Company for 10,000 gals. of Tarvia............... $ 1,000.00" 
Consolidated Stone and Sand Co. for 100 tons of stone...... 1,000.00” 
DeCozen Motor Co. for 3 Buick Coupes.................. 3,750.00" 
RCA Mfg. Co. for 3 short wave receivers and transmitters 
$ 7,000.00 


Nore 2. The bill of the Penrod Printing Company was properly committed to the 1940 budget appropriation even 
though the supplies were not received until 1941. 


Solution to Problem 3 
Lynch & Co. Inc. 


Working Trial Balance 
June 30, 1941 
(iefore odjustment) Adjustments Income and Balance Sheet 
Dr. Cr. Dr. Dr. Cr. 
$ 875.00 $ 875.00 
Accounts receivable............ 4,075.00 4,075.00 
Sa $ 135.00 (2)$ 320.00 185. 
Furniture and equipment....... 775.00 (3) 125.00 900.00 
Accounts payable.............. 525.00 (4)$ 90.00 $ 615.00 
Clarence Lynch—capital........ 1,200.00 (5) 1,200.00 
Clarence Lynch: Soe 525.00 (6) 500.00 1,025.00 
John J. Voigt—salary.......... 575.00 (6) 2,000.00 2,575.00 
Commissions accrued........... 265.00 265.00 
2,500.00 (1) 2,500.00 
$5,725.00 $5,725.00 
Lynch & Co. net loss........... (1) 120.00 (8) 120.00 
Commissions earned............ (1) 18,975.00 $18,975.00 
Profit on merchandise sold... .. . 1,065.00 
,500.00 
Salaries—officers $10,200.00 
Other (1) 1,500.00 1,500.00 
(1) 2,675.00 2,675.00 
Office (4) +3) 5,020.00 
(1) 4,930.00 — 
Depreciation of furniture... .... (1) 125.00 (3) 55.75 69.25 
“Saenger (1) 50.00 50.00 
tion expenses......... (1) 120.00 120.00 
i 3) 69.25 69.25 
Paid-in s (8) 120.00 1,200.00 1,080.00 
(7) 200.00 200.00 
Federal income and defense taxes (9) 78.08 78.08 
Accrued Federal taxes.......... (9) 78.08 : 78.08 
$19,592.33 $20,040.00 
$24,353.08 $24,353.08 $20,040.00 $20,040.00 $6,355.00 $6,335.00 
Key to Adjustments 
1. To break down the Lynch and Co. account. 
2. To adjust the inventory of merchandise and to correct the profit on merchandise sold. 
3. To correct depreciation on furniture and equipment. 
4. To set up unrecorded liabilities. 
5. To transfer balance of capital account to paid-in surplus. 
6. To set up authorized and unpaid salaries. 
7. To set up goodwill and capital stock accounts. 
8. To close net loss of | surplus. 
9. To set up liability for income an ense taxes: 
Defense tax 10% of income tax.................0.0000- 7.10 
$78.08 
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Solution to Problem 4 


(1) Material unit cost 

(2) Amount of material used 
(3) Labor rates 

(4) Number of labor hours used 
(5) Factory overhead 


In a standard cost system the difference between actual and standard material unit costs are usually taken up 
on the purchase register or voucher record by providing an additional column for material price variance, material 
purchases being charged at standard costs while the liabilities are set up at the actual purchase prices. The differ- 
ences, debit or credit, are taken up in the variance column. 

The differences between the actual and standard quantities of material used are taken up at standard cost ina 
material usage variance account. 

In a standard cost system, the product is always charged with standard labor costs, which are standard time at 
standard rates. Any differences in labor costs arising from variations from standard rates are taken up in a labor 
rate variance account. Differences arising from variations from standard time are taken up at standard rates in a 
labor time variance account. 

In a standard cost system the manufactured product is always charged with factory overhead at standard rates, 
The difference between the total amount so charged and the actual overhead is taken up in a factory overhead 
variance account. If a budget is used in connection with a standard cost system, the variance is broken down into 
two parts. The difference between the standard budget allowance for the level of production attained and the 
standard overhead cost charged to production is taken up in an overhead quantity variance account. The differ- 
ence between the actual cued cost and the standard budget allowance is taken up in an overhead controllable 
variance account. 


Solution to Problem 5 
Elmer, Ford, A, B and C 
Statement of Syndicate Members’ Accounts 


Date to Date 
Elmer 
A B c and Ford Total 
Original cash contributions. . $ 9,000.00 $34,000.00 $9,000.00 $ 7,500.00 $ 59,500.00 
Profit on sale of land 
Sales price—$35.00 per acre $245,000.00 
Cost of property—$28.50 
199, 500.00 
$ 45,500.00 
Commission to Elmer & 
Ford (5% of $245,000.00) 12,250.00 12,250.00 12,250.00 
Net after commissions.... $ 33,250.00 
Division of net profit: 
$ 4,275.00 4,275.00 4,275.00 
16, 150.00 16,150.00 16, 150.00 
eer 4,275.00 4,275.00 4,275.00 
Elmer & Ford 18/70... 8,550.00 8,550.00 8,550.00 
$ 33,250.00 
Interest ng to A, B 
and C from Elmer & Ford: 
A—6% of $1,350.00.... $ 81.00 81.00 81.00 
B—6% of 5,100.00.... 306.00 306.00 306.00 
C—6% of 1,350.00... 81.00 81.00 81.00 
Elmer & Ford......... $ 468.00 *468 .00 *468.00 


$13,356.00 $50,456.00 $13,356.00 $27,832.00 $105,000.00 
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Solution to Problem 6 
Merritt Company 
Reconciliation of Surplus 
December 31, 1938 to December 31, 1940 
Surplus Sur 
31, Pro, Profit December 31, 
1938 1939 1940 1940 
Adj ents: 
debts *12,000.00 * 9,000.00 *11,000.00 *32,000.00 
Unrealized profit in consignment inventory: 
*36,000.00 *36,000.00 
Unrecorded ses: 
* 2,100.00 2,100.00 
Plant additions erroneously charged to profit and loss 9,000.00 ~ 9,000.00 
Overstatement of inventory, December 31, 1939. . . *14,300.00 14,300.00 
Depreciation expense: 
$149,900.00 $ 67,700.00 $126,500.00 $344,100.00 


* Deduct. 


Nore 1. The credit of $8,000.00 resulting from the settlement of the law suit is regarded as income of 1940 since 
that was the year in which the item was determined and given accounting recognition. 
Nore 2. The above analysis does not give effect to any claims for refund of income taxes paid on the overstated 


profits of the three years. 


Nore 3. It is assumed that the total understatement of the reserve for doubtful accounts at December 31, 1940 


is $32,000.00. 


GENERAL COMMENTS 


Problem 1 is a fair question, obviously 
designed to test the examinee on his study 
of current matter and should have been 
well handled by all those who made reason- 
able preparation for the examination. 

When the Board of Examiners, a few 
years go, announced that future examina- 
tions would contain problems on govern- 
mental accounting, this department was 
well pleased. The field of governmental 
accounting had been generally neglected by 
the profession, yet its importance was con- 
stantly being impressed upon us. It seemed 
to be a virgin field for new and good prob- 
lem material which might serve the dual 
purpose of examinations—to test and to 
teach. Now, after a few years of trial TJ am 


ready to join a movement to discontinue 
governmental problems in the examination 
if what we have been receiving in the 
examinations is an index of what we may 
expect in the future. In these days time 
and paper may be put to better use in the 
war effort. 

Problems 3, 4, 5 and 6 are all quite sim- 
ple and considerably below the level which 
the C.P.A. examination should reach. 

A suggested time schedule is given 
below: 


Problem 1 20 minutes 
Problem 2 60 minutes 
Problem 3 60 minutes 
Problem 4 20 minutes 
Problem 5 40 minutes 
Problem 6 40 minutes 
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BOOK REVIEWS 


Proceedings of the Twenty-third Annual Meeting of the 
American Association of Collegiate Schools of Business. 
(Hanover, N. H., The Amos Tuch School, Dart- 
mouth College, 1941. Pp. 136. $1.25.) 


This association, whose membership includes most of 
the prominent collegiate schools of business in the 
United States, devoted its twenty-third meeting to 
several questions of considerable significance to those 
charged with administrative responsibilities in such 
schools. There were four technical sessions, which were 
devoted to the following subjects: 

Business Research 

Curricular Trends in Colleges of Commerce 

National Defense and the Collegiate Schools of 

Business 

Some Aspects of Business Progress 

At the first session the subject of business research 
was examined from the point of view of a business man, 
a director of a governmental research agency, and an 
academician. These papers touched on the deficiencies 
existing in some of the business research conducted in 
collegiate schools of business. The doubtful utility of a 
good deal of this research was mentioned, coupled with 
suggestions for remedying the situation. Especially in- 
teresting as a partial reply to this criticism was a de- 
scription of a recently organized regional business re- 
search station set up at the University of Minnesota in 
an effort to coordinate some of the business research of 
that university with the needs of the surrounding area. 
This coordination was to be effected through an ad- 
visory council representing business interests primarily. 
Another of the papers described the philosophy and pro- 
cedures adopted by the Bureau of Foreign and Domestic 
Commerce in discharge of its principal function which is 
business research of a fact finding character. 

Curricular trends in colleges of commerce was the 
topic for the second session. Papers were presented by 
deans from several of the member schools on significant 
developments in their respective institutions. Much of 
the discussion was on the question of the desirability of 
instituting a specialized technical training program for 
those not able to devote more than two years to training 
for business. The fundamental issues of the problem 
could not be fully explored in these short papers but the 
materials presented did include some significant obser- 
vations by persons who have had first-hand experience. 
Other papers presented at this session considered the 
question of integrating the work of the liberal arts 
school and the school of business, the problem of build- 
ing a satisfactory business school curriculum, and the 
problem of training students for public administration. 

The subject under consideration at the third session 
was the effect of the national defense program on col- 
legiate education, especially its effect on the schools of 
business. The discussion centered on two principal 
topics: first, the immense educational task, especially 
in technical fields, which was to be required under the 
national defense program, and the contribution that 
collegiate schools of business might make in this regard; 


secondly, the manner in which the Selective Service Act 
was likely to operate with respect to college students 
and the administrative policies that might be desirable 
in view of the probable developments. 

At the fourth session two papers were presented, In 
one, stress was laid on the need for including in the ob- 
jectives of business training an appreciation of the forces 
that are operating to shape the outlines of the free enter- 
prise business system. Only thus, it was pointed out, is 
it possible to avoid the fatal mistake of having business 
conducted with a disregard for these forces or in blind 
opposition to them. The second paper described a pro- 
gram carried out by General Mills, Inc., for strengthen- 
ing company-stockholder relationships. 

The range of subjects covered in these proceedings is 
thus seen to be quite varied. Many of the problems dis- 
cussed were too broad to secure intensive treatment in 
these relatively short papers but, except for this limita- 
tion, the quality of the papers was generally good. In 
addition to the formal papers there is also included a 
transcript of the informal discussion at each session. 

E. B. Rickarp 

Washington, D.C. 


Specialized Accounting Systems. H. Heaton Baily. (New 
York: John Wiley & Sons, Inc., 1941. Pp. viii, 488. 
$4.00.) 

This book fills a long-felt need for those who teach 
a course in accounting for specific businesses. It makes 
available a survey of modern accounting systems of 14 
very important specialized businesses. 

The preface is well-stated. It explains that the princi- 
pal purposes of the book are as follows: 

(1) To present a brief explanation of the accounting 
for specialized businesses which is not found in 
textbooks on accounting principles and theory. 

(2) To acquaint the junior accountant, who lacks 
wide experience, with the unique characteristics 
and unusual types of transactions which affect 
the work of public accountants. 

(3) To familiarize the hopeful candidate for the 
C.P.A. degree with the accounting fundamentals 
relative to the specific businesses, to a sufficient 
extent that he will be materially aided in pre- 
paring for the examination. i 

The first chapter is devoted to the introduction. This 
chapter dwells on the general aspects of the object of, 
the form and content of, and the requirements of ac- 
counting systems. 

The remainder of the book develops the above gén- 
eral aspects with relation to the accounting systems of 
the different specific businesses. The 14 different busi- 
ness types are particularly well-chosen for their general 
applicability, with the possible exception of the grait 
brokerage business. If a chapter on accounting for either 
municipalities, hospitals or hotels had been provided 
instead of grain brokerage, then the book would have 
presented a group of specialized organizations univel- 
sally applicable to every section of the country. 
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The accounting fundamentals described in each 
chapter are sufficiently detailed in nearly every instance. 
Each chapter content gives the student, who is entirely 
unfamiliar with the specific accounting details, the 
necessary description he needs to comprehend the ac- 
counting peculiarities of the specialized businesses. The 
book does not present infinite details, and it leaves 
enough openings in the subject matter to permit the 
instructor to fill in with examples and illustrations which 
he has accumulated from his own experience. 

In connection with each of the 14 specific businesses 
described, each chapter embodies uniformly, with few 
exceptions, the fundamental factors and procedures 
which combine to form the accounting system of the 
respective business. The fundamental factors, which are 
adequately presented, are as follows: nature of organ- 
ization, legal related problems, peculiar terms and 
problems, peculiar transactions and entries, chart of 
accounts, special ledgers, statements and reports, and 
special auditing features. The fundamental factors 
which are not developed as fully as they might be, for 
each of the specific businesses described, are as follows: 
nature of the departmentalization, accounting proce- 
dures pertaining to the separate subdivisions of the 
complete system, original records of a peculiar nature, 
journal peculiarities, flow charts of forms used to ac- 
cumulate transactions, and the nature of the internal 
control requirements. The latter is embodied, however, 
in the auditing section of each chapter in the majority 
of cases. 

The chapter on contractors presents in good form 
the principal peculiar accounting problem in this type 
of business, namely, the methods of taking up profits 
on contracts. 

The chapter on department stores emphasizes the 
principal accounting problem of inventories and allied 
procedures, yet it does not develop as it should, the 
open-to-buy record which operates in conjunction with 
the merchandise budget. 

Accounting for small loan and finance companies is 
adequately developed with respect to the accounting 
peculiarities found in these businesses. 

The organization of the chapter on building and loan 
associations is very well done. The older forms of the 
associations and their methods of profit distribution, as 
well as the newer Federal associations, are both given 
adequate description. 

The chapter on commercial banks is an exhaustive 
survey. Ample space is devoted to the functions of each 
department and the accounting therefor. An illustrative 
problem aids in following through with the transactions 
peculiar to this specific type of business. The recent 
development of customer account analysis for service 
charge purposes, as well as the method of computing the 
legal Federal reserves, are both adequately surveyed. 

The chapters on fire and life insurance companies 
Present very satisfactorily the accounting peculiarities 
of these specialized types of business. In both cases the 
uniform annual commission report is presented with 
figures, which can be followed through in order to com- 
Prehend the details, character and nature of the report. 
Neither the underwriting and investment exhibit of the 


205 


fire insurance report, nor the gain and loss exhibit of the 
life insurance report are presented. The first named 
exhibit, however, is commented on in some detail. 

The intricate aspects of accounting for stock broker- 
age concerns are fully covered considering that only one 
chapter is devoted to the subject. 

In the shortest chapter of the book, chapter 10 
describes grain brokerage. The chapter could be made 
more informative through the use of a short demonstra- 
tion problem that utilized a trial balance with a descrip- 
tion of the accounts peculiar to this type of business. 

Chapter 11 covers the accounting for water utilities, 
which is based on the “Uniform System of Accounts for 
Water Utilities,” prepared by the National Association 
of Railroad and Utilities Commissioners. The classifica- 
tion and grouping of accounts for the balance sheet and 
income statement is commented upon, but the functions 
of the accounts peculiar to public utility companies are 
not treated in any great detail. The nature of the costs 
and expenses that are admitted for rate-making pur- 
poses is not presented. 

Accounting for railroads in chapter 12 is presented 
in accordance with the classification of accounts pre- 
scribed by the Interstate Commerce Commission. Both 
the financial and operating accounts of a peculiar 
character are amply described. 

Motor carriers is the subject of chapter 13. The ac- 
counts and statements peculiar to this specialized type 
of business are taken from the uniform system of ac- 
counts also prepared by the Interstate Commerce Com- 

Accounting for air transportation companies is the 
final chapter. It likewise covers the subject matter by 
presenting the uniform classificaion and grouping of 
accounts in the financial and operating statements, 
which are prescribed by the Civil Aeronautics Au- 
thority. 

Questions and problems on each of the 14 different 

ialized businesses are presented in fifty pages. The 
questions are pertinent and adequate. From two to six 
problems are provided for each chapter except the chap- 
ter on stock brokerage, which has nine problems. Both 
long and short problems are available. 

Professor Baily has undertaken a difficult task of 
presenting a survey of the accounting systems of the 
most common of the specialized businesses, with the 
possible exception of hospitals and hotels. He has turned 
out a remarkably good piece of work in covering the 
essential features and peculiar problems of accounting, 
in these specialized businesses, in a very clear and 
understandable manner. 

C. L. VAN SICKLE 

University of Pittsburgh 
Corporate Dividends. Donald Kehl. (The Ronald Press 

Company, New York, 1941. 367 pages. $7.50.) 

Even the most casual reader will find much of interest 
in the introductory chapter presenting the historical 
background against which to interpret the material 
which follows. He will be interested to learn that con- 


troversies over dividends are not of recent origin, but 
had been sufficiently numerous by 1700 that there had 
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“already been developed in England two statutory 
standards” controlling dividends. Even more interesting 
is the statement that “one or the other (of these stand- 
ards) still controls dividend distributions under present- 
day statutes in a great many American states. The 
profit rule, widely enacted in a majority of special 
charters to early American corporations, fell into disuse 
during the last century, but has again found favor in 
the general acts of the liberal corporation states. The 
capital impairment rule, on the other hand, has long 
been the backbone of American dividend law.” A rather 
goodly portion of the reader’s interest should accom- 
pany him through the remainder of the book. 

After his introduction, the author presents a dis- 
cussion of “the fund available for dividends,” indicating 
the restrictions found in both the common law and the 
statutes as well as the three principal tests (insolvency, 
balance sheet surplus, and net profits) which serve as 
guides in determining the legality of dividends. Mention 
is made, too, of the restrictions established by regula- 
tory commissions and by such non-statutory devices as 
by-laws and trust indentures. Throughout much of this 
discussion there is abundant evidence of the legal fra- 
ternity’s inability or unwillingness to understand busi- 
ness. Accountants may well be intrigued by the dis- 
cussions of premium on stock and of treasury stock (pp. 
133 et seq.) as illustrative of the peculiar disregard of 
reality which is so frequently evident in the statements 
of bench and bar. In both terminology and ideology one 
finds many gems: “‘No dividend out of capital is per- 
mitted and no dividend greater than the net profits 
then on hand deducting losses and bad debts” (p. 45)— 
“First the statute provided two funds from which divi- 
dends might be paid—surplus and net profits” (p. 47)— 
“Tt is as objectionable to increase (by stock dividend) 
a corporation’s capitalization upon the basis of uncer- 
tain asset values (reflected in appraisal surplus) as it is 
to pay dividends out of such illusory funds” (p. 102). 

One might conclude that the author himself is not 
entirely at home among accounting concepts when one 
reads (p. 122): “Two methods of handling reserves may 
be used. They may be set up as direct deductions from 
assets. Many accountants do this. The other method is 
that of carrying a reserve on the liability side rather 
than charging down the asset. This method is employed 
on the theory that the amount is an estimate and has not 
yet become a realized charge justifying a complete write- 
down. This is aptly illustrated in the case of reserves for 
bad debts. If a direct charge-off is made and the debt is 
subsequently paid in full, it may be said that a profit 
is now realized, when in fact a receivable which always 
should have been carried as an asset has merely been 
paid and a cash asset substituted for it.” (Reviewer’s 
italics. The author appears to have lost track of the 
debit offsetting the credit to his reserve for bad debts.) 
Additional evidence is found in the extremely weak— 
even misleading—discussion (p. 118) of hidden reserves: 
“When property depreciates, the estimated amount 
thereof may be handled by debiting the surplus or profit 
and loss account and crediting a reserve account for de- 
preciation. This will appear on the balance sheet as a 
liability under the caption of Depreciation Reserve or 


The Accounting Review 


on the asset side of the balance sheet as an inner column 
deduction from the particular assets as against which 
the reserve has been established. Similar practice may 
be adopted with respect to reserve for bad and doubtful 
debts and other purposes. These reserves are not hidden; 
they are clearly disclosed on the face of the balance 
sheet. But this accurate disclosure of reserves does not 
always take place. Frequently corporations, particularly 
in prosperous years, write off certain of their assets out 
of current profits. When this is done, surplus or profit 
and loss is debited and the asset in question directly 
credited without taking the intermediate step of setting 
up any reserve. The net result on the balance sheet is 
very different than where the liability reserve is set up.” 

Subsequent chapters deal with the relative rights of 
preferred and common stockholders in connection with 
dividends, with the remedies against directors and 
stockholders resulting from illegal dividend actions, 
There are interesting observations on the dividend 
problems attending corporations doing business in more 
than one state, some nineteen pages being devoted toa 
discussion of the “choice of law in determining the 
validity of dividends.” A final chapter summarizes the 
development of the Federal income tax on dividends. 

There are certain passages which give evidence of a 
position well forward of that taken by some account- 
ants. A single example may serve to illustrate this: (the) 
“liberal provisions of a state corporation act do not 
necessarily guarantee the availability of dividends, par- 
ticularly in the case of public utilities and corporations 
affected with a public interest (p. 76).’’ This seems to 
say that good regulation may ignore or overrule bad 
law. It is the contention of the reviewer that good 
accounting must stand ready to do as much. 

Documentation consists of some 1,337 citations. 

The preface indicates that “this volume has been 
written to assist those (corporate directors and execu- 
tives, accountants and lawyers) who have the responsi- 
bilities in making these determinations’(of the mana- 
gerial, accounting, and legal aspects of some three to ten 
billion dollars of dividend distributions per annum).” 
It seems unlikely that the book will be of any significant 
use to accountants unless it acts as an additional deter- 
rent to such accountants as may be prone to pass on 
matters of law. 

Entirely aside from its major purpose, this interest- 
ing book reveals a most fertile field for the talents of 
some crusader presently unemployed. If anything needs 
a thorough overhauling with a view to reestablishing 
itselfi—and this time on an intelligently conceived basis 
—it is that hodge-podge which may be described as the 
laws of dividends. 

Smpney G. WINTER 

State University of Iowa 


Accounting. Revised edition. George Hillis 

Newlove, Leo Cecil Haynes, and John Arch White. 

(New York: D. C. Heath & Company, 1941. Pp. xi, 
708. $4.00.) 

This volume was written to serve as an introduction 

to accounting at the university level. It is a revised 

edition of material that was used over a period of years 
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Book Reviews 


in lithographic form. The elementary aspects of account- 
- are presented in a well organized and readable 
fashion. In addition, the book includes a generous num- 
ber of carefully graded problems. There is every reason 
to believe that the authors have prepared a very useful 


“The basic accounting records, procedures, and state- 
ments are described and explained in the first eight 
chapters. This material is effectively illustrated, many 
of the illustrations running through several chapters. 
It is noteworthy, however, that the authors kecp the 
illustrative material supplemental to their word ex- 
planations rather than placing the main emphasis on 
the examples. 

With a few exceptions the organization of the subject 
matter in these early chapters is similar to many of the 
other elementary texts. The accounting equation is pre- 
sented, the basic statements introduced, and the tech- 
nique of collecting, recording and summarizing financial 
data then set forth. This text is different, however, in 
that greater emphasis is placed on an understanding of 
the equation. This topic is very carefully discussed and 
some interesting extensions of the equation included. 
Following the relatively slow pace of the first two chap- 
ters there is a marked change. The account, the ledger, 
the trial balance, the journal, adjusting entries, and the 
closing procedure are all introduced in the next two 
chapters. No mention of merchandising activities is in- 
cluded in these first four chapters, all explanations and 
illustrations relating to service concerns. 

A detailed description of the more common business 
papers and their use by the accountant in collecting the 
essential facts regarding business transactions accom- 
panies the introduction of the trading concerns’ account- 
ing records and procedures. The consideration of the 
merchandise account leads to a more intensive treat- 
ment of adjusting entries, closing entries, and the 
preparation of statements. 

The classification of items in the Profit and Loss 
Statement which is presented in Chapter 8 is interesting. 
Interest expense and sales discount are included among 
the operating expenses under the group title of Financial 
Expenses. The Total Operating Expenses figure is then 
obtained and a total of the financial income items such 
as interest income and purchase discount is then de- 
ducted. The resultant figure is called Net Operating 
Expenses and is deducted from Gross Profit in order to 
arrive at Net Operating Profit. 

A number of different topics are covered in Chapters 
9 to 15. Special journals, subsidiary ledgers, voucher 
systems, and registers of various kinds are explained and 
illustrated. A thirty-four page discussion of negotiable 
instruments, interest, and discounts is included. The 
treatment of these topics is more extensive than is usual 
for an elementary text. The discussion covers legal as- 
pects, different forms, and business practices as well as 
accounting entries. There is also a chapter on sales and 
consignments. A very brief sketch of the procedures and 
entries for C.O.D. sales, approval sales, sales for future 
delivery, instalment sales, and consignment shipments 
is presented at this point. 

Accounting for proprietorship equities under the 
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partnership and corporate forms of organization is the 
topic of the first five chapters in Unit II. The subject 
matter is covered more thoroughly than is the case in 
many elementary texts. This is particularly true of the 
section on special corporate records. 

Of the remaining ten chapters in this unit, four are 
devoted to topics which are usually included in texts on 
elementary accounting—Current Assets, Fixed Assets 
and Other Assets, Noncost Factory Accounting, and 
Analysis and interpretation of Financial Statements. 
The other six chapters present material which is often 
omitted from elementary texts. Bonds and Bond Sink- 
ing Fund, Departmentalization, Cost Accounting Con- 
trols, Interlocking Ledgers, Branch and Home Office 
Accounting, and Accounting for Taxes are the chapter 
titles. There is room for differences of opinion regarding 
the inclusion of several of these topics. There is one, 
however, which should meet with general approval. The 
chapter on Accounting for Taxes introduces subject 
matter which should be covered in every elementary 
course. 

In addition to the 565 pages of text material there are 
130 pages of problem material. Two practice sets are 
included, one describing the transactions of a wholesale 
grocery concern and the other the operations of a service 
station. The remaining 93 pages of problem material are 
given over to shorter problems of which there are ap- 
proximately 100. There are several problems for each 
chapter and these are identified by chapter numbers. 


W. E. Dickerson 
Ohio State University 


General Accounting. H. A. Finney. (New York: Prentice- 
Hall, ~ 1941. Pp. viii, 604. $5.35 trade, $4.00 
school. 


The purpose of this text is best expressed in the 
author’s own words, “This book is for laymen and for 
students who, although not interested in accounting as 
a profession, realize the importance of a general fa- 
miliarity with the subject.” 

The text surveys in fifty-two chapters (604 pages) 
the topics that are usually included in a two-year college 
course in accounting. Professor Finney uses the balance 
sheet approach to the subject and introduces the stu- 
dent immediately to corporate accounting procedure. 
The first two chapters are devoted to the development 
of the usual accounting statements. This includes classi- 
fication of items in the statements and adjustments for 
reserves, accruals and deferred items. The bookkeeping 
technique is developed in the succeeding fourteen chap- 
ters. The development is in the following order: Entries 
directly into ledger accounts; use of controlling accounts 
and books of original entry (including voucher system) ; 
adjusting and closing the books; accounts for the manu- 
facturing enterprise and a numerical chart of accounts. 
Following is a chapter titled ‘Operating Profits.” Here 
the author distinguishes between operating and ex- 
traneous profits and discusses their disposition in the 
annual statements. He also presents general rules to be 
followed in the preparation of statements. Chapters 
eighteen to twenty-two are devoted to the discussion of 
corporate net worth. The next seventeen chapters are 
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devoted to the principles of valuation, classification and 
presentation of assets, liabilities, profits and net worth. 
This includes such topics as cash, internal check, valua- 
tion reserves, inventory methods, investments, ap- 
praisals, contingent liabilities, surplus reserves, and 
profits on instalment sales. The final chapter in this 
group, “Review,” emphasizes the principles discussed 
in the previous chapters. This is accomplished by pre- 
senting statements as prepared by a company’s book- 
keeper followed by the auditor’s disclosures, his adjust- 
ments and the audited statements. Chapters forty to 
forty-four are devoted to methods of analyzing and 
interpreting financial statements. The next chapter, 
“An Accounting Detective Story,” emphasizes that in- 
adequate data may lead to incorrect conclusions. Chap- 
ter forty-six deals with “Branch Accounting”’ and this 
is followed by three chapters devoted to consolidated 
statements. The next chapter presents a brief treatment 
on job order cost accounting. Special problems in con- 
nection with individual proprietorships and partner- 
ships are considered in chapter fifty-one. Chapter fifty- 
two, titled “An Audit,” is the concluding and also the 
longest chapter in the book. In this chapter the author 
presents a “Report on Examination of Accounts’ of the 
“American Manufacturing Company” by “Bauman, 
Finney & Co.” 

The text surveys an amazing amount of material. 
The subjects covered and the treatment accorded the 
subjects are adequate for a text of this nature. Three 
chapters in the book would be a worth-while addition 
to any text covering the same material. These are 
chapter thirty-nine, “Review,” chapter forty-five, “An 
Accounting Detective Story,” and chapter fifty-two, 
“An Audit.” These chapters will serve a purpose. The 
text is replete with illustrations while the explanatory 
matter is brief but to the point. There are no questions 
or problems in the text but I understand that a work- 
book is available. 

When one considers that the text is a general treat- 
ment on accounting, few criticisms can be made. Pos- 
sibly the author should have indicated that his treat- 
ment of certain items does not conform to the treatment 
accorded these items by the Department of Internal 
Revenue. Also, the classification of prepaid expenses in 
the audit is not consistent with his treatment of these 
items throughout the rest of the text. 

General Accounting will serve very well as a text for 
a survey course. The subject matter is treated in such a 
manner that if time is not available to cover the entire 
text, the instructor can omit certain chapters without 
interfering with the use of the remainder of the material. 
The layman can profit from a study of the book. It is 
in a language that he will understand and the emphasis 
is on those subjects in which he has an interest. This 
book will also serve as a helpful reference to those who 
have occasion to work with accounting records, but 
whose training in the subject is limited. 


Ohio State University 
The Principles of Financial and Statistical Mathematics 


Maximillian Philip. (New York: Prentice-Hall, Inc., 
1941. Pp. xvi, 335. $3.50.) 


W. J. FLeIc 
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The book under review is a revised edition and ninth 
printing. The material covered is such as to enable the 
student at the college level to acquire sufficient back. 
ground to be able to deal “with problems that arise in 
two phases of business activity, investments and sta- 
tistics” (p. vii). The book is divided into three parts: 
Part I, ic mathematics; Part II, financial mathe. 
matics; and Part III, statistical methods. 

Part I is an excellent review of elementary algebraic 
methods and analytical geometry. It is particularly 
good because much care is taken to define each term 
when it first appears, and to provide an illustration 
following the general treatment of any particular prob- 
lem. A short but very adequate treatment is given of the 
solution of simultaneous equations involving two, three, 
four or more unknowns. The student is acquainted with 
the method of plotting various curves and examples of 
the very commonly used equations of the first and 
second degree are used for illustrative purpose. Also, 
the student is introduced to and familiarized with the 
very useful concept of the maximum and minimum 
ordinate of a curve. This is accomplished without the 
use of the differential calculus. 

Finally, in Part I, the author does an unusually good 
job of removing the mysterious cloak which usually 
surrounds logarithms and their use and this again is 
done by the use of definitions and examples. In a latter 
section of the book, the procedure of transforming the 
natural logarithms (logarithms to the base e) to the 
common logarithms (logarithms to the base 10) and the 
method of ruling semi-logarithm paper is briefly but 
adequately explained. 

Part II, which deals primarily with financial mathe- 
matics, develops the techniques necessary for handling 
compound interest, annuity, and valuation problems. 
The concept of compound interest and the method by 
which it is handled is explained carefully and applied to 
practical business problems. The principle of annuities 
is treated in such a manner that the reader is familiar- 
ized with the problems arising in connection with the 
solution of annuities, and, also, is given the tools by 
which these problems can be solved. Straight line and 
Newton’s finite difference method of interpolation asa 
means of calculating estimates is developed and applied 
to various problems. Also, different methods of dealing 
with depreciation of fixed assets as well as the implicit 
assumptions involved in the different methods are care- 
fully explained. The concept of capitalized cost which 
is so very important in dealing with business invest- 
ments and other economic problems is developed and 
illustrated by numerous problems. 

Part III, as the author states, “. . . is an introduc- 
tion to the mathematics of statistics and does not pre- 
tend to be exhaustive” (p. ix). In this section consider- 
able emphasis is placed upon the development of the 
normal probability curve, the calculation of the arith- 
metic mean, standard deviation and least squares nor- 
mal equations. The material covered in Part III is 
treated very well. If it is understood that this section 
is not to serve in lieu of a regular business statistics 
text, as is undoubtedly the intention of the author, it 
will provide a good mathematical background for more 
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intensive study of the methods, applications, and 
tation of business and economic statistics. 

The author derives the normal equations necessary 
for curve fitting by the method of least squares in a 
very satisfactory manner. The development of least 
squares normal equations is usually handled by the use 
of the differential calculus, but the author derives them 
by the use of simple algebra. This should be of consider- 
able help to students of statistics who are not familiar 
with the calculus. The author has done an excellent job 
of editing and as a result, the student will not have to 
stop and puzzle over certain rather unique formulas 
which are unique merely because of typographical 
errors. 

Sam ARNOLD 

Ohio State University 


Office Management and Practices. John J. W. Neuner and 
Benjamin R. Haynes. (Cincinnati: South-Western 
Publishing Company, 1941. Pp. xi, 530. $3.75.) 


The field of office management has undoubtedly re- 
ceived less attention from educators and business men 
than any other phase of business operations. This 
neglect is explainable by the all-too-common attitude 
that office work, as compared with such functions as 
production and sales, is but a necessary evil. Perhaps in 
some cases there is a grain of truth in that charge but it 
serves neither to reduce the expenditures that must 
invariably be made for this “evil” nor to encourage 
students, particularly those at the collegiate level, to 
interest themselves in the opportunities of office work. 
It is gratifying, nevertheless, that there are those, as 
exemplified by the authors of the text at hand, who see 
in office work a field of service worthy of higher training. 

The authors of this book have sought to fill the need 
of a college text for the field of office management and 
practices. They make no pretense of serving all groups 
interested in office work. As a consequence of this re- 
stricted (and commendable) purpose, they have been 
able to couch their work in a style consistent with the 
demands of their market. And they have succeeded in 
large measure in attaining their objective. 

The book is written in a style which is “leveled” at 
the college student. Its general make-up—paper, type, 
and cuts—lends itself to readability; another matter of 
importance to the student. It contains many excellent 
cases and illustrations which should prove of real in- 
terest to the student; some readers may object to the 
practice of breaking the text by including these cases in 
rather than at the end of each chapter, but this might 
prove a further “‘interest-making” innovation. More- 
over, the authors take pains to bring out the principles 
that underlie the subject matter being examined; by 
this means they hope to relate the’practice and theory 
of office work. And an ample number of problems and 
questions are included in most chapters; this is another 
contribution to the instructional phase of office manage- 
ment. A teacher’s manual is also supplied to those that 
adopt the text. 

The book includes topics usually found in texts of 
this field. It covers the subjects of office functions, sys- 


tems, correspondence, dictation, transcription, filing, 
communications, mailing, supervision, furniture, ma- 
chines, appliances, forms, supplies, building, planning, 
layouts, personnel, manuals, and budgetary control. In 
regard to the foregoing, the authors have sought to 
describe what is done in the office, to explain why vari- 
ous practices are followed, and to specify the conditions 
under which their adoption is desirable. This approach, 
when followed in combination with the many cases, 
illustrations, problems, and questions provided in the 
text, should prove stimulating and pedagogically sound. 

A few of the topics are not treated as thoroughly, 
however, as might be desired. For one thing, it seems 
that more attention might have been devoted to how 
the flow of work in an office is regulated and controlled. 
Some space is accorded office layout and planning. But 
little indeed is said regarding problems of how work 
units are routed, scheduled, prepared and dispatched— 
functions similar to those performed in relation to fac- 
tory work. For another thing, it would seem that motion 
and time study deserves more comment than is accorded 
to it. To be sure, such study is in its infancy in this field, 
but there are signs that it will be applied increasingly to 
office work. Perhaps a more extended treatment of this 
subject would be useful to the college student. Further- 
more, the reviewer is of the opinion that not enough is 
said here regarding organizational theory and its rela- 
tion to office work, yet a thorough grounding therein is 
of utmost importance to students. The authors have at 
several points stressed the problem of centralization as 
opposed to decentralization (for example, of steno- 
graphic work). But this represents only a small segment 
of organizational problems. 

Moreover, the authors might have suggested some 
quantitative solutions to such problems as selection of 
office machinery and might have established some ob- 
jective standards regarding such matters as the relation 
between size of company and the place of an office in the 
organization. Of course, the latter problem is indeed a 
complex one. The authors do note that an office in a 
small company tends to encompass various types of 
work whereas in a large company each “functional” 
field tends to have its own “‘office.”” But at what stages 
of growth are various groupings of office functions war- 
ranted? Obviously, objective guides in seeking an 
answer to this question would be of inestimable useful- 
ness to the student. 

And finally, the absence of a bibliography is a ques- 
tionable omission. The authors have not, nor pretended, 
to examine exhaustively the various tasks of office 
management. Hence, it would seem desirable to supply 
the reader with other sources of information. Moreover, 
there are a number of problems and questions at the 
end of some chapters that can not be handled by the 
student unless the instructor supplies the needed in- 
formation or prepares a list of references. 

There are a few instances of over-generalized state- 
ments on the part of the authors. For example, “ . . . be- 
cause costs decrease as production increases, demand 
would increase proportionately...” (p. 228). And 
again, “The functional type of business organization, 
on the other hand, stresses individual expert ability 
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with little or no control from the head of the organiza- 
tion” (p. 229). 

On the whole, this book makes a contribution to the 
materials of teaching that merits the attention of those 
interested in this phase of office management and prac- 
tices. Its good points outweigh its few shortcomings, 
which by the way can be easily corrected by the in- 
structor. And its authors are to be congratulated for 
restricting their efforts to the production of a book in- 
tended to serve the purposes of training at the collegiate 
level. 

J. Jucrus 

Ohio State University 


Principles of Corporate Finance. Milo Kimball. (New 
York: Longmans, Green and Company,1941. Pp. 306.) 
In an era when numerous writers on corporation 
finance feel obliged to produce books of great length, it 
is refreshing to find one person who not only believes 
that the main outlines of the subject can be presented 
briefly but who demonstrates in an able manner that 
there is substance to such belief. Many of the lengthier 
volumes have great virtue; they can in no sense over- 
shadow the importance of Professor Kimball’s book. 
Though short, it is able to stand on its own merits, for 
it contains all the salient principles of the subject. But 
there has been no sacrifice of quality in order to attain 
the objective of brevity; rather, brevity has been 
achieved because of wisdom in the choice of material 
and economy in the use of words. Although it would not 
be correct to say that an inquisitive reader could get 
from this volume all that he might wish to know about 
corporation finance, what he can get is basic; and 
mastery of what is made available will enable him to 
find his way about in the more comprehensive treatises. 
In arrangement of material the book conforms to the 
best standards of consistency. Following a brief dis- 
cussion of corporate organization, Professor Kimball 
deals with such familiar problems as financing through 
the sale of stock, corporate borrowing and extinction of 
indebtedness, promotion and financial organization, the 
marketing of securities, management of corporate in- 
come, expansion, financial readjustment and reorganiza- 
tion. Many who are not already familiar with such 
topics as these will find the extensive collection of ques- 
tions at the close of the main body of the text helpful 
both in identifying the landmarks of the subject and in 
reinforcing the memory with respect to fundamental 
facts and principles. 
Homer V. CHERRINGTON 
State University of Iowa 


Investment and Business Cycles. James W. Angell. (New 
York: McGraw-Hill Book Company, Inc., 1941. 
Pp. xviii, 363. $3.50.) 

In reviewing Professor Angell’s most recent contri- 
bution to business cycle theory, I shall divide the book 
into two parts. The first part, approximately 200 pages, 
contains a most interesting account of the effect of 
“anticipations” on investments which “in the absence 
of government intervention . . . are the principal trigger 
mechanism which, in the proximate sense, bring about 
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fluctuations in general economic activity itself” (p. 9), 
To substantiate this argument, Professor Angell resorts 
to the use of both the deductive and inductive methods 
of analysis. The former is developed by first assuming 
static conditions (later dynamic conditions are intro- 
duced) and employing a wide variety of graphical com- 
parisons between anticipations and investments. In 
these comparisons interest rates are given a minor role, 
Hoarding also is considered but it too is said to be de- 
pendent on changes in the level of anticipations. The 
inductive method is employed in the latter half of the 
book to prove the conclusions already established. The 
second part of the book, some 125 pages, is devoted in 
the main to government intervention in economic ac- 
tivity, including deficit spending, taxation, et cetera. 

Since the principal thesis of the volume is changes in 
anticipations, it is interesting to note that these changes 
are themselves governed by “previous history of eco- 
nomic activity, especially in the recent past” (p. 71). To 
make the explanation more lucid, Professor Angell sug- 
gests that national money income be substituted for eco- 
nomic activity and it is this income that determines 
changes in anticipations. This may seem like circular 
reasoning since it was established earlier that anticipa- 
tions governed changes in income. To this Dr. Angell 
agrees and states that herein “lies the principal key to 
the internal dynamics of the self-generating business 
cycle” (p. 73). Further on, the pattern of the self- 
generating business cycle is shown, running “from an- 
ticipations, through investment and usually consump- 
tion to income, and back to anticipations . . .” (p. 90). 
Such a process is inevitable, according to the author. 

The followers of Keynes will find the criticism of the 
multiplier in Chapter XI most interesting. The con- 
clusion reached is that ‘“Keynes’s analysis applies pri- 
marily to the contraction phase of the business cycle 
alone, not to the expansion phase or to the ‘average’ 
situation ...”’ (p. 195). However, it is suggested that 
if the “marginal propensity to spend” is substituted for 
Keynes’s “marginal propensity to consume” the mul- 
tiplier can be used with confidence in all phases of the 
business cycle. 

The last three chapters will be reviewed separately 
since they contain so many important conclusions rela- 
tive te economic activity of the present. In Chapter XII, 
“Government Spending and Business Cycles,” the 
theory of the cycle already advanced is applied to deficit 
spending when anticipations are constant, rising and 
falling. Even though a general conclusion is difficult to 
establish under these circumstances, it is finally con- 
cluded that, “If the program of spending is continued 
in sufficient volume, however, there is little doubt that 
it must eventually increase income in absolute terms” 
(p. 220). Regarding central-bank intervention, it is 
concluded that the “success again depends largely on 
the influence of the intervention on the general level of 
anticipations” (p. 221). Professor Angell believes that 
deficit spending did very little to relieve the 1932-33 
depression except to keep the trough from dropping 
lower. However, the recovery of 1934-36 can be at- 
tributed almost entirely to deficit spending. These con- 
clusions of course are almost generally accepted today. 
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Another important conclusion in this chapter is that 
the government must by some means maintain full em- 
ployment, since private industry appears unwilling to 
assume this burden. Numerous methods are suggested 
such as deficit spending (which should begin before the 
peak is reached), taxation (to be particularly heavy on 
hoarding), the usual banking controls to produce sta- 
bility, and finally stabilizing the supply of money in 
circulation. Of course, the effects of the above are ade- 
quately considered. 

The stagnation theory of the business cycle is con- 
sidered in Chapter XIII, “Secular Stagnation and 
Government Policy,” and while it is conceded that there 
is considerable statistical evidence to support it, the 
final conclusion is, “If the American economy neverthe- 
less is entering on an era of secular stagnation . . . this 
conclusion must therefore be based on grounds some- 
what different from those which have been chiefly em- 
phasized by the stagnation theorists to date” (p. 266). 
Some of these grounds are: the vast increase in hoarding 
in the 1930’s, increases in taxes of all types, increases in 
costs and the general adverse reaction to the New Deal 
philosophy. With these in mind, Professor Angell con- 
cludes that the future of economic activity is “not very 
encouraging” (p. 287). 

The effect of the defense program on general eco- 
nomic activity is discussed in Chapter XIV, “Taxation, 
Inflation and the Defense Program,”’ which is the last 
chapter. First, consideration is given to the financing 
of the program. The usual methods of taxation and 
government borrowing are suggested. Whether all this 
spending will produce inflation is next considered and 
again the usual restrictive measures are outlined. The 
chapter is concluded with the thought that welfare 
economics must prevail in the post war slump that is 
certain to come. 

Professor Angell’s book is indeed a welcome addition 
to the numerous studies of the business cycle. It is a 
well written, understandable, and thoroughly interest- 
ing account of the way the business cycle operates. The 
methods employed in solving the principal thesis appear 
sound, but many of the conclusions can be verified only 
in the future when more statistical data are available. 

Raymon F, BLACKBURN 

University of Pittsburgh 


Fundamentals of Accounting. Harry H. Wade. (New 
York: John Wiley and Sons, Inc., Second Edition, 
1941. Pp. viii, 319. $3.50.) A text designed primarily 
for a survey course. 


The Introduction includes clear and precise discus- 
sions of the three principal forms of ownership in the 
United States, the business transaction and the business 
enterprise—concepts of earliest importance to the be- 
ginner in accounting, a very good definition of account- 
ing, and the functions of the private and of the public 
accountant. 

In Part I, the presentation of the content, form, and 
interpretation of the three financial statements provides 
the student with an understanding of the results which 
bookkeeping is designed to attain, this approach by 
way of the statements enabling the student consider- 


able familiarity with the account titles which he will 
later debit and credit. 

Chapter 1 on the Three Fundamental Equations, 
in which no formal statement is presented, is very well 
done. Appearing alongside the fundamental balance 
sheet equation, an equation expressing the basic con- 
tent of the profit and loss statement strikes early at 
the problem that is usually troublesome to the beginner 
in accounting, namely, the cost of goods sold concept. 
And the diagram illustrating the relations of these three 
equations pictures the usual connecting link, the state- 
ment of change in net worth, with complete clarity. 

In Chapter 2, The Balance Sheet, the author elects 
to keep the early work free of accrual and deferred 
items, but reserves for depreciation are fully presented. 
And the last half of the chapter is devoted to an in- 
clusive discussion of balance sheet analyses and inter- 
pretations, these serving to fix the statement more 
firmly in mind. 

Chapter 3 on the Profit and Loss Statement begins 
with a good distinction between the cash and accrual 
basis, despite the absence of accrual and deferred items 
from the balance sheets of Chapter 2. The Non-Oper- , 
ating Expense and Income on the illustrative statement 
of the chapter are broken down in a footnote into 
Financial Expense and Income and Non-Operating 
Expense and Income. Again, the last half of the chapter 
deals with the analysis and interpretation of the profit 
and loss statement and with balance sheet and profit 
and loss relations. 

In Chapter 4, The Statement of Change in Net 
Worth, the statement of partners’ capitals follows the 
statement of change in net worth of the sole proprietor- 
ship, and the statement of surplus follows a concise 
balance sheet discussion of par value capital stock, 
earned and capital surplus, dividends, and classes of 
stock. Chapter 15 greatly expands the discussion of 
corporations, but it is fitting that Part I, on financial 
statements, ends with a clever treatment of the most 
fundamental of the corporate net worth concepts. 

Part II, Chapters 5 through 9, really covers the 
entire accounting cycle. 

Chapter 5, titled Recording Transactions—The 
Trial Balance, illustrates the single journal rather than 
the recording of transactions directly into the accounts 
as the first work on debit and credit. In a short survey 
course, the time factor usually necessitates the omission 
of one or the other; and when the single journal ap- 
proach is elected, the bridge between the beginning 
work on recording transactions and special journals is 
not as great. Journal entries in the chapter for the sale 
of par value stock at a premium and for the declaration 
and payment of a cash dividend lend importance again 
to the corporate concept. 

Chapter 6 is well done on Adjusting Entries and the 
Adjusted Trial Balance. Beginning with the trial bal- 
ance of a corporation, the author then clarifies the ad- 
justments for accruals, prepayments, depreciation, and 
bad debts. The worksheet here is shown only through 
the adjusted trial balance columns, to drive home the 
fact that the statements are prepared from the adjusted 
trial balance. 
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In Chapter 7, The Worksheet, Preparation of the 
Statements, and Posting of the Adjustments, the work- 
sheet of Chapter 6 is completed, with the ending inven- 
tory of merchandise being introduced for the first time, 
in the profit and loss and balance sheet columns only. 
The three corporate statements prepared from the 
worksheet attest again to the importance of the early 
inclusion of corporate concepts in a survey course, the 
balance sheet showing, of course, the accrual and de- 
ferred items omitted in Chapter 2. 

In Chapter 8 on The Closing Process and Readjust- 
ing Entries the illustrative problem is traced nicely 
through the mechanics of closing entries and post- 
closing trial balance, with the ending inventory of 
merchandise being recorded in the entry which closes 
the credit-balance nominal items to the profit and loss 
account. The clarification of readjusting entries sets the 
stage for the beginning of the accounting cycle again in 
the Special Journals of Chapter 9. 

Chapter 9 does not present two-money-column jour- 
nals, but columnar journals enabling controlling ac- 
counts for customers and creditors. Cash discount 
columns appear in the cash journals, and the sales and 
purchase journals and the trading section of the profit 
and loss statement are done departmentally. The jour- 
nals of the new illustrative problem employed are very 
good in that they show many transactions. The posting 
is described well, but only one account of each of the 
subsidiary ledgers actually appears. The balances of the 
controlling accounts could actually be proved with 
figures if each subsidiary ledger appeared in full. A dia- 
gram at the beginning of the chapter shows the flow of 
transactions through the special journals and ledger 
accounts into the worksheet from which the summary 
statements are prepared, the diagram reviewing the 
accounting cycle steps of Part II. 

Part III, consisting of Chapter 10 only, on Manu- 
facturing Statements and Accounts, sets forth the 
stepping-stone accounting to cost accounting. The dis- 
cussion of the cost elements is definitely good. For the 
comprehensive illustrative problem the following are 
shown: the statement of cost of goods finished, a 
schedule of manufacturing expense, the profit and loss 
statement, a schedule of selling and administrative ex- 
penses, the balance sheet, the statement of change in 
net worth, the worksheet, and the adjusting and closing 
entries. However, the chapter does not include the usual 
discussion of the computation of the ending inventory 
of finished goods. The illustrative problem is that of a 
single proprietorship, since Part II stressed the pro- 
cedure at the end of the fiscal period for a corporation. 

Part IV introduces certain control features, such as 
the voucher system and subsidiary ledgers. 

Chapter 11 contains a voucher system in which the 
voucher register includes columns for the individual 
manufacturing, selling, and administrative expenses, 
rather than expense control columns. The expense con- 
trol columns are left for Chapter 12. A discussion of the 
imprest system of petty cash appears very timely at 
the end of the chapter. 

Chapter 12 on Subsidiary Ledgers is devoted to 
manufacturing, selling, and administrative expense 
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ledgers and fixed asset ledgers. Most appropriate are 
these control discussions, in a textbook designed to 
introduce cost accounting. The chapter ends with a 
comprehensive account-coding scheme. 

Part IV presents many of the problems regarding 
fixed assets and an expansion of the work on corpora- 
tions. 

Chapter 13, titled Fixed Assets, introduces the topic 
of capital and revenue expenditures with respect to fixed 
asset cost and valuation. Depreciation is presented 
rather fully: its function in maintaining the investment, 
and four methods of computing the periodic charge, 
Depletion, including liquidating dividends and the de- 
preciation of fixed assets on a depletion basis, and the 
amortization of intangible fixed assets are adequately 
discussed. 

Chapter 14, also on Fixed Assets, is devoted to the 
sale and trade of fixed assets, revision of depreciation, 
and a thorough discussion of appraisals upward. 

Chapter 15 on Corporate Accounts and Records con- 
tains the journal entry and balance sheet treatment of 
par value and no-par value capital stock, including 
authorization, subscription, and issuance. The purchase, 
balance sheet treatment, and reissue of par value and 
no-par value treasury shares are adequately discussed, 
as are cash and stock dividends, the legality of divi- 
dends, and dividends in arrears on preferred stock. 

Part VI, Chapter 16, is devoted entirely to Basic 
Procedures of Specific Order Cost Accounting. Here the 
computation of simple job order costs is clearly pre- 
sented. A diagram of “T’’ accounts well illustrates the 
flow of costs. Three perpetual inventory methods are 
given for direct material. 

This text is well done. Its sixteen chapters might cor- 
respond well with the sixteen weeks of the semester. The 
important corporate aspect is introduced early and is 
touched upon throughout. An outstanding character- 
istic is the review in subsequent chapters of the prin- 
ciples presented in previous chapters, this being impera- 
tive if the student is to grasp clearly the subject matter 
in one semester. The questions at the end of each chap- 
ter are well-pointed, and the problems in the back of 
the text for each chapter seem to be adequate with 
respect to quality and variety. In the booklet of labora- 
tory materials designed for the problems, the number 
of each problem appears on the page on which it is to 
be done, an immeasurable aid to the student, and to the 
instructor, in a fast-moving survey course. 

The text contains no discussion of operating reserves, 
excepting depreciation, depletion, and bad debts, which 
are so important in industrial concerns. And it seems 
that the topic of capital and revenue expenditures 
should have been introduced much earlier than in 
Chapter 13, possibly in or after Chapter 5, and espe- 
cially before the presentation of the voucher system. 

Frank N, WILLETTS 

University of Pittsburgh 


Investment Principles and Practices. Ralph E. Badger 
and Harry G. Guthmann. (New York: Prentice- 
Hall, Inc., 1941. Pp. xxiv, 895. $6.00.) 

The first edition of this text was published in 1928 
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with Professor Badger as sole author. Professor Guth- 
mann collaborated in preparing the two revisions, the 
first of which came out in 1936. The third edition is 
essentially similar to the earlier ones in its approach and 
in general arrangement. It is about one hundred pages 
shorter than the previous edition, but this reduction in 
bulk has been achieved in considerable part through 
the use of a slightly different format. 

Although widespread familiarity with this work may 
be assumed it is worth while perhaps giving a brief out- 
line of its contents. It is divided into four sections. Part 
One is introductory in character and treats certain 
broad aspects of the field of investments. An opening 
chapter contains a short account of the historical de- 

ent of investment media and of security markets. 
This is followed by two chapters dealing with the factors 
which control the pure rate of interest, with a succeed- 
ing and closely related one presenting factual material 
on average rates of return provided in the past by 
certain broad classes of securities. The final chapter in 
this chapter section of the text explains the principles 
which the security holder should observe in attempting 
to determine upon a sound investment policy. 

Part Two is devoted to a study of the contractual 
features of security issues. A preliminary chapter con- 
siders the general problem of security classification, 
following which there are separate chapters on each of 
the principal types of securities as, for example, secured 
bonds, unsecured bonds, preferred stocks, and so on. 
The material presented comprises in part the content 
of a course in corporation finance but the point of view 
here consistently is that of the investor and not the 
corporation executive. 

The third division of the book is much the longest, 

infact appreciably more than half of the entire volumeis 
found within this section. It is concerned with the 
financial aspects of security analysis. Each of the major 
fields of business is given separate consideration, in- 
cluding the public utility industry, the railroads, banks 
and insurance companies, and the industrials. There are 
chapters on real estate securities, on investment trust 
securities, and on securities originating abroad. In ad- 
dition, instruction is given in methods of analyzing 
government and municipal bonds. Part Three may well 
be regarded as the essential division of this text. 
; Part Four contains a chapter on the mathematics of 
investments, largely given over to directions in the use 
of bond tables, a chapter on the mechanics of invest- 
ments in which buying and selling procedure is de- 
scribed, a third chapter on taxation, and a concluding 
one on security price movements. A well-selected work- 
ing bibliography follows Part Four. 

This book is the most comprehensive of the intro- 
ductory works on investments. It is concrete, analytical, 
clearly written, and as rigorous as a text designed to 
open up a field of study should be. It is remarkably 
free of easy generalizations and dogmatic conclusions. 
The problem of investing surplus funds is not pictured 
as being simple, but as one presenting a real challenge 
and demanding hard work and skillful judgment. 

The statistical material for the most part has been 
brought up to date in the present revision, brief refer- 
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ence at least is made to relevant New Deal legislation, 
and those technical and social innovations which would 
appear to affect the long run outlook for particular in- 
dustries are evaluated. The importance of timing in 
security buying and selling receives more emphasis than 
in earlier editions and the enhanced respectability of 
common stocks as investment media is noted. But the 
underlying philosophy of the first edition is retained in 
the third, and neither periods of prosperity nor periods 
of depression are regarded as altering the fundamental 
character of sound principles of investment. 

It is relatively easy to find shortcomings in this text: 
One needs merely to repeat the unfavorable criticisms 
levelled against the two earlier editions as the selfsame 
“flaws” are still present. The broad, social implica- 
tions of the investment process continue to be largely 
ignored; basic economic principles are ied as casu- 
ally as before; a presumably, inadequate relative analy- 
sis of industrials has been further curtailed; and the 
manner of operation and the services of the various in- 
vestment agencies still receive only meager attention. 
In appraising these adverse comments it is only fair to 
remember that the bulk of a textbook must be kept 
within reasonable limits. 

A review of this third edition would hardly be com- 
plete without mentioning its Preface, for therein ther 
authors have a brief message for those cynics who look 
with a dubious eye upon anyone who suggests that it is 
possible to build a sound investment program in these 
tumultuous days. 

State University of Iowa 
Bank Audits and Examinations (revised edition). John 

I. Millet. (New York: Ronald Press Company, 1941. 

Pp. xx, 577. $6.00.) 

This book should be read not only by those practi- 
tioners and students interested in an audit of a bank, 
but also by all persons interested in private finance, and 
by all persons interested in banking operations. 

The purpose of the book is to develop and describe 
the procedures necessary for a complete audit of a 
financial institution. Not all persons will agree with the 
author’s distinction between an audit and an examina- 
tion, expressed early in the volume, but whether a 
reader agrees or disagrees is of no material consequence, 
and has no effect upon the audit procedures. The book 
combines a program for an audit of a financial institu- 
tion with a description of banking functions and opera- 
tions. The description of every function, operation, and 
audit step is minutely detailed. The entire book is 
written in a concise manner, which is clear and to the 
point for each audit operation. 

The general plan of the book is that each department 
of a bank is described, its functions analyzed, the audit 
routine is described and illustrated, conclusions are 
reached, internal control is considered, and the possi- 
bilities of fraud are exposed. Much space is devoted to 
the internal control over each operating asset and over 
each department; however, the necessity for adequate 
internal control is not overemphasized. 

The book properly points out that in the audit of a 
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bank, the accountant of today has much more work to 
perform than was the case when the first edition ap- 
peared; this additional work is necessary in view of the 
ever-increasing functions of a bank, particularly the ex- 
panded operations of small loan departments and trust 
departments. The additional space devoted to trust de- 
partment operations and trust department audits well 
merits its inclusion. 

An important point emphasized is that shortages and 
account manipulations will occur in the face of good in- 
ternal control and that they will occur even though 
detailed external audits are performed by independent 
accountants. This point should be well-remembered by 
tha lay public, by regulatory bodies, and by the courts, 
so that the accounting profession may not be condemned 
unwarrantedly when shortages and manipulations are 
not discovered immediately. Under propitious circum- 
stances, any system of internal control can be broken 
by dishonestly inclined persons, and any accountant 
can be misled, for a time, if the fraud coverage is perfect. 

To the reviewer, sub-headings within chapters were 
used with unnecessary freedom. This excessive use of 
sub-headings occasions repetitions; repetition is com- 
mendable, if emphasis is desired; in certain instances 
this emphasis is desired and in other instances it was 
not desired, but was necessary because of the sub-head- 


ing. 

The book opens with an explanation of the need for 
private external audit, and the lack of detail if a com- 
mittee of the directors performs the audit. Consideration 
is next given to the types of banks in existence, and to 
the work required preparatory to an audit. In starting 
the audit, the necessity of controlling and sealing is 
adequately described. In the audit of items, cash is con- 
sidered first; the cash chapters deal with the location of 
the cash, simultaneous counting, cash in transit, ex- 
changes, and correspondent banks. The cash section 
closes with a chapter on internal control of cash, 
exchanges and amounts due from other banks. 

Loans and discounts are considered next, together 
with the auditing phases of the valuation of loan col- 
lateral; this section closes with a consideration of in- 
ternal control over loan operations and the control 
exercised over loan collateral, the need of direct audit 
verification, and the necessity of determining whether 
the bank hag an exercisable lien in the event of the 
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failure of the borrower to liquidate at maturity. Mort 
gages and their audit are then considered, not only from 
the point of audit procedure but also from the pointigf 
legal limitations on real estate loans, appraisals, angi 
existing liens. Bank-owned securities, their examinatign 
and audit, follow mortgages, and the section closes with 
a consideration of internal control over mortgages ang 
securities. 

Chapters then follow which deal with the audit ang 
internal control phases of commercial deposits, savings 
deposits, certificates of deposit, and borrowed money 
Throughout these chapters, as well as the sections de 
voted to assets, the possibilities of account manipulation 
are pointed out, together with aids to detection of age 
count manipulation. Miscellaneous assets and liabilities 
are discussed, followed by a full consideration of th 
audit work necessary for the capital accounts of a bani 
including, of course, capital stock, reserves, surplus, ang 
undivided profits. 

Bank directors, and the duties of the auditor concer 
ing the directors receive excellent consideration. This 
section discusses the liability of directors, their attend 
ance at meetings, loans to other companies in which 
they are interested, excessive borrowing, and the com 
pensation of the directors. The requirements of legal 
reserves against deposit liabilities is treated, together 
with the computation of the reserves and the penalties 
for deficiencies in the reserves. 

The remaining sections of the book are devoted to the 
various operating departments of the bank. The duties, 
functions, and procedures of the auditor are considered 
for the safe deposit department, the title insurance and 
surety department, the foreign exchange department, 
and the trust department. In the section devoted to 
trust departments, full consideration is given to each 
function so that the reader not only understands the 
audit of the trust department, but also understands the 
full operation of such a department. 

The book closes with the audit program and the audit 
report and statements. Throughout, the book is replete 
with forms and illustrations, which add to the effective 
ness of presentation. 

In conclusion, the book represents a complete job; 
well done, and a contribution to accounting literature: 

ARTHUR W. HOLMES 

University of Cincinnati 
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